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ACE and Aon settle Australian 
reinsurance dispute 


Agreement ends years of dispute over John Charman’s reinsurance programme 


fter a month of proceedings in the 

High Court, lawyers from ACE, 

Aon and Gordian - the run-off 
company for Australian reinsurer GIO - 
have entered into a confidential settle- 
ment over the Australian reinsurance 
programme, placed by Aon on behalf of 
the Bermudian insurer's Lloyd's 
Syndicates 488 and 2488. 

A settlement looked unlikely after the 
protracted dispute - which involved the 
1997-99 underwriting years - finally 
proceeded to Court in May. However, on day 
21 of the hearing, ACE's counsel Anthony 
Temple QC informed the Court in John 
Charman vs GIO and Aon that the main 
"parties have come to an understanding". The 
Eye understands that a _ confidential 
settlement was entered into a few days later. 

John Charman, the former underwriter of 
Syndicate 488 and Syndicate 2488 was an 
enthusiastic purchaser of reinsurance from 
the Australian market before its collapse 
three years ago. The dispute centred on 
ACE's whole account excess of loss 
reinsurance contracts for the 1997, 1998 and 
1999 years reinsured by GIO and later New 
Cap Re. The court had heard that despite 
ACE's unwillingness to pay more than $48mn 
for the cover at the time, the policies have 
generated far more in claims. The first layer, 
($1.75mn xs $250,000) is thought to have 
generated a $35mn aggregate loss; while the 
second layer ($3mn xs $2mn) generated 
$32mn in 1997 and $31mn in 98. The third 
layer ($20mn xs $5mn) also experienced 
substantial losses with $11mn in 1997 and a 
maximum of $60mn in 1998. 


Robin Jackson, the former Lloyd's 
underwriter, appeared as an expert witness 
and was critical of the policies claiming that 
"a reasonably competent underwriter would 
not have written at these levels". However, on 
17 June David Slater, an actuary with Watson 
Wyatt, argued in court that "/f the data is 
adjusted for changes to the line structure and 
volume of business, the claims experience in 
1997 and 98 is well within the bounds of what 
could be expected". 

Both ACE and Aon have refused to 
comment on the dispute although in the 2001 
Report and Accounts for Syndicate 488/2488, 
Andrew Kendrick commented: "7he Syndicates 
are presently involved in a reinsurance dispute 
with a number of Australian reinsurers. One 
reinsurer has settled without an adverse effect 
and the syndicates are proceeding with litigation 
against the other reinsurers to ensure payment 
to the syndicates.". According to Kendrick, 
"during calendar year 2000 a cash call of 5 
percent was made on the 1999 account due to 
the detrimental cash flows arising from the 
dispute." 

In its 2000 Report and Accounts, ACE 
stated that a "reserve for uncollectible 
reinsurance has been determined based upon 
a review of the financial condition of the 
reinsurers and an assessment of other 
available information". The insolvent New Cap 
Re is not party to the main settlement, 
although in court New Cap Re's counsel Mr 
Collins acknowledges that his clients have 
attempted to "piggy back upon the arguments 
being run by GIO and Aon" which suggests a 
settlement is also quite possible. 

In 1999, ACE was also reported to have 
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Dear Reader 

Welcome to The Insurance Eye, the the new publication from 
the editorial team that brought you The /nsurance Insider. 

At The Insider, we created a publication that was fearless in 
reporting what was really going happening in the London and 
international insurance markets. The /nsider weathered many 
storms including losing a libel action in the High Court. 

However we recently discovered that the owners of 7he /nsider 
were planning to sell the title to a national publishing house. This 
sale would have destroyed the independence and integrity of The 
Insider and as a direct consequence The /nsider’s entire editorial 
team left to set up The Insurance Eye. 

The Eye is committed to providing exclusive, independent and 
in-depth analysis on our industry - in the way no other newslet- 
ter can or does - and for which there has never been more need. 

As a whole the industry is at an exciting stage. Eighteen 
months ago, investors on both sides of the Atlantic wanted little 
to do with the industry. But with rising premiums and falling equi- 
ty markets, this has all changed. The requirement for information 


- be it on capital raising, reinsurance exposures, legacy losses 
and Lloyd's reforms - has surely never been greater. 

At The Eye, we are committed to providing our readers - mar- 
ket professionals and investors in the London and international 
insurance markets - with this information in an intelligent and 
entertaining way. 

The Eye, published on the first Monday of every month, will be 
complemented by our weekly e-mail newsletter Eye Week - the 
latest news and analysis delivered direct to your inbox - and by 
our quarterly colour magazine Eye-Q, with in depth examination 
of the issues affecting our industry. The first issue of Eye-Q is 
due out on 24th July 2002. 

Over the next few months, we have many exciting plans and as 
editor | hope to have the opportunity to discuss them with you. 
We value your comments - good or bad - so please contact me 
at peter@theinsuranceeye.com. 


Yours sincerely 
Peter Hastie, Editor 
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settled its disputes with HIH, the Australian 
reinsurer which collapsed on 17 March last 
year sparking an ongoing Royal Commission. 
HIH’s initial attempt to blame "/osses from 
discontinued HIH United Kingdom and United 
States" appeared self-delusionary 
considering its 1998 Au$300mn purchase of 
FAI - which required an Au$405mn goodwill 
write down a year later - was symptomatic of 
incompetent management. Nonetheless, its 
enthusiastic reinsurance of London business 
overseen by veteran Lloyd’s underwriter 
Michael Payne appeared naive. 

The Eye has access to a series of 
confidential internal reports which pour ed 
scorn on the management of the company. 
One report, compiled by Wintherthur's 
property reinsurance team, concluded that 
HIH (UK) underwriting guidelines appeared 
to be of "philosophical value only. With a few 
exceptions it is written in a very lax form...It 
leaves the impression of being issued to 
demonstrate the importance and authority of 
the person MWP (Michael Payne) in almost 
every step of the reinsurance procedures". 

In a separate October 1996 report, 
concern was raised about "activities 
conducted with the Charman syndicate, a 
disproportionate provider of business to HIH 
(UK) and who is supported with high levels of 
participation". At the time, the authors of the 
report flagged up their concerns that 
Michael Payne was also an underwriting 
name on Charman's Syndicate 488. Under 
the heading “Potential Conflict of Interest”, 
the report observed: "The H/H UK operations 
are based largely on the expertise, guidance 
and strategies of the CEO (Michael Payne) 
based on some 47 years involvement in the 
London market and Lloyd's. Whilst it is 
apparent, that there is unquestioned integrity 
in the activities which are the subject of this 
review, the CEO has advised of a personal 
financial interest in a number of current 
syndicates". 

At the time, Payne took umbrage of any 
suggestion of a conflict of interest, 
responding: "/ am amazed that this comment 
should have been concluded in this report.” 

The settlement is also likely to please Aon. 
In recent months, the world's second largest 
broker has become embroiled in a number of 
high profile disputes including the 
disagreement with Lloyd's underwriters led 
by Kiln over the $100mn reinsurance Aon 
staff business travel policy. 
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Insolvent corporate capital costs 
Lloyd's over £400mn 


The collapse of capital providers such as 
HIH will cost Lloyd's more than £400mn, 
the market's latest annual report reveals. 

The Lloyd's Central Fund and its reinsurers 
- Swiss Re, Hanover Re, St Paul, Chubb, XL 
Capital and Employers Re - will pay at least 
£42730mn to cover the liabilities of Lloyd's 


21 October 2002 and, because the insolvent 
member has not yet defaulted on the related 
claim payments, the financial statements do 
not include this as an expense. 

With the Central Fund reinsurance policy 
expiring at the end of next year, it is unlikely 
that Lloyd's will be able to renew at such 


members who have 
become _ insolvent, 
either because of the 
collapse of its parent 


Cost of Lloyd's capital provider insol- 
vencies to the market: 


preferential terms. St 
Paul has _ already 
indicated that it will 
not renew. In its 2001 


such as HIH (as in |Committed in 2001 £244.30mn | report, St Paul stated: 
the case of |Committed in 2002 £183.00mn | "Our involvement in 
Cotesworth) or £427.30mn | the insuring of the 
because of a |Recoverable from reinsurers (£287.40mn) | L/oyd's Central Fund is 
withdrawal of |Chargeable to Central Fund £139.90mn_ | 0 cease at the ugar 
support, such aS |s5 yr CF Insurance premiums £82.50mn | 2293 upon expiration 
Stockton Re's of current contractual 


decision to stop 
backing for its Crowe 
subsidiary. 


Total cost to Lloyd's 


Source: Lloyd’s and Morgan Stanley 


commitments". The 
insurer also provided 
for a $50mn claim 


£222.40mn 


With around 
£28740mn due to be repaid by Central Fund 
reinsurers, the news demonstrates what 
good terms Lloyd's received with the five 
year reinsurance contract placed by Benfield. 
In exchange for an annual premium of 
£16.5mn, the Central Fund received a 
maximum of £500mn cover. The reinsurance 
policy is excess of £100mn of claims on the 
Central Fund any one calendar year, with a 
maximum of £350mn per year. 

According to the report, Lloyd's anticipates 
receiving £104.443mn from its reinsurers for 
the 2001 year and £183mn for the 2002 year. 
The reinsurance policy was not sufficient, 
however, to prevent a fall in the Fund's net 
assets. Lloyd's disclosed that they fell to 
£280.176mn at 31 December 2001, from 
£322.843mn in 2000, after taking into 
account the £104.443mn anticipated claim 
against the reinsurers and a £80mn 
contribution from the Corporation of Lloyd's. 
Excluding these, the Fund's net assets would 
have shrunk to £95.733mn. 

The annual report also revealed that the 
Central Fund established a £15mn letter of 
credit arrangement to enable an insolvent 
corporate member to meet its US trust funds 
requirement. The letter of credit expires on 
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against its line of the 
fund's reinsurance. Swiss Re has refused to 
comment on market rumours that it has also 
decided not to renew its coverage. 

Including the Fund’s reinsurance premium of 
£82.5mn (5 years of £16.5mn), the total cost 
of insolvent Lloyd's members to the ongoing 
market is £224.40mn. 

Morgan Stanley analyst Alice Schroeder 
commented: 

"The Central Fund is, in effect, a voluntary 
assessment system. That is, members of 
Lloyd's agree to cover each other's losses. As 
such, the amount of losses and the quality of 
corporate governance at Lloyd's are critically 
important to the market's viability. 

"The current migration of underwriters and 
business following capital to Bermuda sug- 
gests that retaining capital is the most impor- 
tant task of Lloyd's management right now. 
The risk of capital opting out increases if cap- 
ital providers believe the market is badly gov- 
erned or simply compares poorly to other uses 
of capital. Accordingly, the progress of the 
current reforms and the financial performance 
of the market will be important in the next 
year or two". 


news 


Wellington deal highlights tensions 
in Lloyd's capital base 


One of the most public dirty washing acrimonious disputes in recent Lloyd's history ended 
with Wellington Names supporting the plans to form Wellington Re. It is the insurer's nine 
month struggle to raise funds which shows the problems of the market's convoluted, and 


cent of the capacity on Syndicate 2020 - gave an 

endorsement to the insurer's plans to carve-out its rein- 
surance accounts into a new, non-Lloyd's reinsurer called 
Wellington Re. 

It was, however, a qualified - if decidedly under-whelming - 
endorsement. Despite three of the four members agents 
recommending the proposals, between them representing around 
three quarters of Names' capacity, only 59.2 percent voted in favour, 
with 40.8 percent against. This was despite Wellington's insistence 
that at stake was the very future existence of the company. In the 
words of Sir Laurie Magnus, the corporate financier who advised 
Wellington on the deal, it was a contrast between Wellington 
decaying into a "fragile beast" (if the deal failed) or becoming a "star 
performer" (if it succeeded). Indeed Wellington warned there was a 
real possibility its Syndicate 2020 would be forced into run-off - a 
scenario that terrifies both Lloyd's and Names. But many in the "anti" 
camp remain unconvinced. 


O n the 20 June Wellington Names - who provide 54 per- 


The Names’ champion? 

Led by Nigel Hanbury, the seasoned Names campaigner and 
managing director of Hampden Private Capital (the only members 
agency to oppose the deal), the "No" group put up a tremendous 
fight to prevent Wellington from carving-out what Hanbury estimates 
as £481mn of 2003 premium income into a new, non-Lloyd's 
reinsurance company that will be predominantly owned by a 
consortium of private equity firms led by Candover in the UK and the 
Blackstone Group in the US. 

To those Names who see a conspiracy, Hanbury was their 
champion. But to his rival members agents - SOC, Anton Private 
Capital and CSB - his conduct has been a great disappointment. At 
a recent Lloyd's seminar hosted by the private bank Leopold Joseph, 
White diplomatically described Hanbury as a "doughty fighter". 
However, this underplays how appalled they have been by Hanbury's 
rejection of the Wellington proposals. They point to the fact that 
Hampden approved the appointment of Hawkpoint advisors, the 
corporate boutique advising the four members agents, who 
recommended unconditional acceptance of the offer because in their 
view it was "fair and reasonable". They complain that at one meeting, 
Hanbury gave his approval only for it to be removed the following day. 
And they believe that in rejecting the proposals, Hampden was 
confusing its concerns about the future of Lloyd's with its first duty 
as agent to its Names on 2020. In a 7 June open letter to Syndicate 
2020 names, Hampden gave a number of reasons for rejection, 
including the potential damage to the Lloyd's franchise by 
"introducing additional competition" which "may affect the Lloyd's 
market". According to John Robson, the managing director of Anton 


Private Capital, "by making this point, Nigel appears to see this dispute 
purely in terms of corporate capital and traditional capital, but his prime 
responsibility is whether the deal is a good one for 2020 Names". 


Avery hits back 

The disappointment of Hanbury's rival members agents is nothing 
compared to the rage of Julian Avery, Wellington's chief executive. In 
a 11 June letter to Graham White, Avery railed against the "factual 
inaccuracies" in the Hampden bulletin. "By putting only one side of the 
Story, with material inaccuracies and omissions, the Hampden Bulletin 
is partial, biased and inaccurate and does not present a fair picture of 
the proposals to Names". 

In particular, Avery took issue with Hampden's questioning of 
Wellington's motives which underpin the proposals. "7he Hampden 
bulletin suggests that the two threats identified by WU plc as having led 
to these proposals, namely the effect on clients of Lloyd's security 
downgrading following WTC and the likelihood of staff defections, are 
unfounded. We dispute this strongly. Business has been lost (or been 
more difficult to retain), particularly in the lines of business which are 
proposed to transfer to Wellington Re, while staff have been retained 
largely because of the prospect of Wellington Re being established". 


Poor reward for Names 

On the bare facts, Hanbury has a right to be concerned. Names 
were asked to approve Wellington signing away business which - 
despite being a significant contributor to Wellington's accumulated 
losses of £340.1mn - could generate significant profits in the current 
rating climate. Indeed Wellington project 2003 premium income of 
£481mn. Highly-rated Wellington staff, including 2020's underwriter 
Chris O'Kane will walk to the new reinsurer. In return, Names get 
options equivalent to 5.5 percent of (non-voting) shares in new 
Bermudian based holding company (Wellington estimates this to be 
worth 8.3p per £ of capacity or £27.8mn as of today) together with the 
right to subscribe for a further £15mn in the company. Other than 
that, the ties between the new reinsurer and Wellington Lloyd's will 
be fairly loose. Syndicate 2020 will not be allowed to write UK 
commercial lines and P&C reinsurance for at least two years, 
although will benefit through an "evergreen" 20 percent quota 
shares. A Profit commission will also filter down to Wellington Lloyd's. 
It's not enough for some. Eammon Flanagan, the Charterhouse 
insurance analyst, is in no uncertain mode. '/ts difficult to see what's 
in it for Wellington shareholders", he told delegates at the recent 
Leopold Joseph seminar. 

Flanagan believes that Wellington could raise sufficient capital 
through a standard rights issue and therefore there is no reason to 
form/spin-off a separate reinsurer. Although Wellington plan a rights 
issue later this year, Sir Laurie Magnus told Insurance Eye that at a 
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current capitalisation of £100mn, the company would require a 3:1 
issue to raise £300mn - a task too stiff for the company with 
shareholders! funds of £75mn. 

Wellington's recent problems began when it announced on 23 
November to the Stock Exchange that it planned to reach £1bn in 
capacity in time for 2002. In part, the announcement was designed to 
appease investors who had seen the insurer's stock with a WTC net 
estimated loss of £50mn (it since increased to £75mn) and rumours 
that the insurer was close to burning through its reinsurance cover if 
its WTC losses were to deteriorate further. Those proposals were the 
structural sibling of the current more mature one- also involving the 
formation of a private equity supported non-Lloyd's reinsurer - were 
postponed after the deadline for the year-end came and went before 
agreement with the four members agents. However, according to 
Hanbury this proposal involved paying £25mn in cash to Names 
(equivalent to 18p per £ of capacity). According to John Robson, the 
Managing Director of Anton Private Capital, no such offer was 
formally on the table. A view Sir Laurie Magnus concurs with. 


Corporates on board 

Since then, however, Wellington has been decidedly more 
successful. Berkshire Hathaway - the owners of Wellington's rival 
Faraday - agreed to provide a qualifying quota share reinsurance to 
increase Wellington's 2002 capacity to almost £963mn. US private 
equity house Blackstone Group, headed by former Equitas architect 
Heidi Hutter, joined a consortium of UK firms headed by Candover 
waiting in the aisles to fund the new reinsurer, Wellington Re. After 
the disappointment of 2001, the insurer returned to the members 
agents offering to re-open negotiations and agreeing to pay for 
Hawkpoint and City law firm Simmons & Simmons to advise Names. 
Sometime in May and after numerous protracted discussions, three 
of the four agents supported the proposals. 

As a consequence, on the 29 May Wellington announced to the 
Stock Exchange that Wellington Re would be formed with an 
impressive board including the afore-mentioned Hutter and Paul 
Myners, the man who turned down the Lloyd's chairmanship before 
Lord Levene was offered the role. The new reinsurer has all the 
ingredients to be a genuine London market success and no-one can 
pretend that Names will have been richly rewarded. 

But then Wellington has little money. As of 31 December 2001 
Wellington has shareholders funds of £75mn and requires £30- 
£35mn just to maintain its share of Syndicate 2020 capacity. In fact, 
this shows the divide between Hampden and the three agents 
supporting Wellington. According to a note sent to 2020 names by 
SOC and Anton Private Capital, the prospect for Wellington is dire 
without Wellington Re. "Without additional funds, the capacity of the 
syndicate may reduce, earlier years of account could be left open and 
the prospect of Syndicate 2020 in run-off, possibly ceasing to trade at 
the end of this year, becomes a reality” 

Hanbury, however, is unconvinced that Wellington situation is that 
dire. "7he management should not be rewarded for creating a mess of 
their own making. If we said no, some people will walk, some people 
will be fired. But if you and | approve the deal, then | have my worries". 

While the heated discussions proceeded, some in the "anti" camp 
threatened injunctions. The Fye believes these are unlikely to 
materialise - at least in any substance. Yet it is difficult to see who 
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benefits from the way the whole process has been handled. 
Wellington, of course, will be pleased but the deal has come at great 
cost, not least in financial terms. And the dispute has carved a divide 
among members agents that will do little to benefit Names. Hampden 
and Hanbury have succeeded in raising their profile and will have 
gained plaudits among the more militant Lloyd's Names but among 
others their integrity may have been damaged. But perhaps the 
greatest damage has been done to Lloyd's. A number of other Lloyd's 
insurers - including Beazley, Catlin and Cathedral - are thought to be 
negotiating with private equity houses with a view to attracting more 
capital into the market. Lloyd's already has to convince new investors 
that it is a secure market place, this will have done little to reassure 
them. Speaking at the Leopold Joseph seminar, White described the 
furore as a "sad and difficult situation" and lamented that '"7hey must 
be cheering in Zurich, Munich and Bermuda that we are again at each 
other's throats". 

Hanbury, however, was delighted by the size of the "no vote" 
describing it as a "remarkable achievement". "The message is clear. 
Names will never again give their support to a deal involving such poor 
terms". He may be right, but the worry is that it wasn't the only 
message sent out. 
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Investor sentiment divided over Lloyd’s 


The Wellington proposal shows that while the Stock Market is pre- 
pared to back Lloyd’s insurers, private equity investors remain nervous 
about the Society. 

Amlin’s recently announced £80mn rights issue means quoted Lloyd’s 
insurers — whose entire market capitalisation is less than £2bn — have 
raised £500mn in equity finance since the | | September attacks. In fact, 
only three quoted insurers have not raised equity funds. Wellington — 
which has plans afoot to raise around £100mn once its spin-off rein- 
surer Wellington Re is formed —Atrium and and the distressed liability 
specialist SVB. 

In contrast, those Lloyd’s insurers who are known to be seeking pri- 
vate equity capital have yet to announce completed deals — not a good 
sign bearing in mind the enthusiasm to which capital was thrown at the 
Bermudian start-ups last Autumn. Why is this? After all, private equity 
is supposed to be a riskier, more entrepreneurial form of capital — 
which is why the firms only back projects which promise 30 percent 
plus returns on equity. Part of the problem is demonstrated by the 
Wellington dispute — one of the most acrimonious yet. The consortium 
of private equity firms behind Wellington Re, the likes of Candover, 
Blackstone, 3i, Electra, were keen to support the insurer’s business and 
staff, but only if it was outside of Lloyd’s. 

The phrase “institutional issues” has been used by some bankers to 
describe Lloyd's. It doesn’t just refer to fears of Lloyd’s mutualisation 
and exposures to WTC and legacy losses — after all many other insur- 
ers face the latter problems — but also to their dislike of Lloyd’s curi- 
ous capital base. However a number of well regarded Lloyd’s insurers 
have announced plans to expand through private equity support includ- 
ing Beazley, Catlin and, it is rumoured, Cathedral. As yet, none have 
been completed. If they do, it may be a sign that the venture capitalist’s 
reservations have dissipated in much the same way as the sharehold- 
ers in the public companies. 
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AXA downgraded over 
difficulties with corpo- 
rate solutions 


Rating agency A.M. Best Co. has downgraded the financial 
strength ratings to A (Excellent) from A+ (Superior) of the 
members of AXA Corporate Solutions (AXACS), France. 

Additionally, the ratings of AXA Corporate Solutions Insurance 
Company and AXA Corporate Solutions Excess and Surplus Lines 
Insurance Company, United States, have been lowered from A 
(Excellent) to A- (Excellent). The A (Excellent) financial strength 
rating of AXA Corporate Solutions Assurance, France, has been 
affirmed. All ratings have been placed under review with negative 
implications. 

According to the agency, the rating actions "follow the substantial 
deterioration in AXACS's consolidated operating performance and 
balance sheet strength in 2001 and the challenges associated with the 
restructuring exercise, which is currently being undertaken". According 
to the agency, the insurer has suffered: "significant deterioration in 
consolidated operating performance. The group reported a consolidated 
net loss of EUR 227 million (USD 201 million) in 2001. This was largely 
impacted by losses associated with the WTC (gross EUR 760 million) 
and a decline in investment returns." 

Recently, the French newspaper Les Echos confirmed that AXA 
Corporate Solutions will be split into three subsidiaries: reinsurance, 
global risk and run-off. According to AM Best, this is a "deviation 
from the original strategy but viewed as necessary to respond to 
market dynamics and to maximise profitability" 

The debate concerns to what extent ACS has to be recapitalised. 
Les Echos mentions EUR500mn to EUR800mn for the reinsurance 
business. However, French insurance analysts Cheuvreux estimate 
"on a risk based capital approach a total EUR3bn in shareholders' 
equity is needed (2 times the minimum required funds). This need is 
covered at end-2001 by EUR1,351mn in shareholders’ equity and 
EUR225mn in unrealised capital gains. The minimum amount to inject 
in ACS is probably around EUR1.4bn" 

Cheuvreux goes on to state: "AXA tells us that global risk is a core 
business and cannot be sold (necessary to access big companies to 
sell future pension or savings products!). The position of the group is 
different on reinsurance, which is not directly linked with the other 
areas of business and less strategic.” 

“We believe that given the current situation of consolidated solvency 
of the group, and the rising needs of capital for a very volatile business, 
AXA could try in fact to sell the whole of the ACS portfolio (i.e. 
including global risk). AXA will be obliged to keep some risks as ZFS 
has done with Converium.” 

“The main difficulties for global risk is that this business does not 
have any proprietary network (mainly through brokers). In reinsurers, 
the difficulty is clearly the excess offer, as three major reinsurers are 
officially or unofficially up for sale, namely Employers Re (subsidiary of 
GE Capital), Gerling Re (Deutsche Bank and Rolf Gerling), and Scor 
(Groupama)". 
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Amlin plans to buy out 
200! Names 


Amlin, the largest independent Lloyd’s insurer, has announced 
plans to raise £80mn from a rights issue to fund a buy-out offer 
to Names on its flagship Syndicate 2001. 

Lloyd’s Names currently own 28 percent of Syndicate 2001s’ 
£800mn capacity - although the insurer has recently increased its 
capacity to £900mn via two £50mn quota share arrangements with 
Montpellier Re and XL Re. On the 24 May, the insurer announced 
that it anticipates it will need up to £1.1bn of capacity for 2003 to 
match demand. 

Syndicate 2001 is a core syndicate for many Names and, despite 
the willingness of some Names to leave if the price is right, Amlin will 
need to pay considerably more than the capacity price in recent 
auctions. In 1999 the average price for 2001 capacity was 7.3p and in 
2000 a mere 5.6p. 

However, in recent months Amlin’s Vice Chairman John Stace has 
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discussed a potential buy-out with Lloyd’s Members Agents and 
recently wrote to them suggesting they enter into serious 
negotiations. Amlin is believed to be hopeful that 20p in the £ would 
be acceptable, although there are indications that some Members’ 
Agents would hold out for closer to 30p. Negotiations are likely to 
proceed on the basis of the expected returns for Syndicate 2001 over 
the next few years. 

At 20p in the £, Amlin would need to raise around £44.8mn to buy 
out Names. However, it would also need to raise funds to replace the 
departing Names’ funds at Lloyd’s which, on an approximate 
calculation of 40 percent funds to capacity, would suggest a further 
£90mn would be required. Amlin’s shareholders have already shown 
themselves supportive of the company’s post 11 September strategy. 
It was one of the first Lloyd’s insurers to announce a capacity 
increase after the WTC attacks when its largest shareholder, US 
insurer State Farm, provided a £100mn credit facility. While in 
February it successfully raised £43.2mn via a 2 for 7 rights issue at 
77p a share to reduce its balance sheet gearing. Its shareprice 
currently stands at 83p. 


Nissan takes $1bn in 
Fortress Re losses 


Nissan Fire & Marine now estimates its aviation losses in con- 
nection with reinsurance contracts written by managing agent 
Fortress Re total 128.8bn yen ($1.035bn). 

Nissan has announced a 3.2bn yen ($106mn) charge to settle its 
obligations on reinsurance contracts related to damages in the 
September 11 terrorist attacks written by the North Carolina-based 
aviation managing agent. 

The charges are expected to give Nissan Fire an unconsolidated 
pre-tax loss of 8bn yen ($64.28mn) for the three months to June 30. 
Nissan Fire took the charges before its merger with Yasuda Fire & 
Marine is completed this July, with the two operations combining to 
form Sompo Japan Insurance. 

Nissan entered into a management agreement with Fortress Re in 
1982, giving Fortress the authority to write aviation reinsurance on 
their behalf. Other members of the pool were The Taisei Fire & Marine 


Insurance and Aioi Insurance Co. Ltd. 

In January this year Nissan launched a legal action against Fortress 
Re and its directors Maurice Sabbah, Kenny Kornfeld and others. The 
action alleges that they concealed substantial losses suffered by the 
pool after September 11 and further alleged that defendants 
siphoned premiums through a retrocessional contract. 

Nissan claims that Fortress Re consistently reported profitable 
results that were in fact "deceptive and misleading," because, in fact, 
there were exceptional losses. 

Taisei Fire and Marine Japan's 12th largest P&C carrier, was 
brought down by its 26 percent participant in the Fortress Re aviation 
reinsurance pool - which has estimated liabilities as high as $4bn, 
including around $2.3bn for the WTC attacks and the Flight 587 air 
crash. 

Taisei filed for bankruptcy protection on the 22 November 2001 
after admitting to $606mn exposure to the pool. At the time Aioi, the 
leading pool participant with a 48 percent participation, admitted to 
$900mn exposure and Nissan, with a 26 percent stake, then claimed 
exposures of $600-$800mn. 


Lloyd's appoints new 
Chairman 


Lloyd's have confirmed the appointment of Lord Levene of 
Portsoken as the long-awaited successor to the chairmanship 
of Lloyd's. 

The market has been searching for a replacement for Sax Riley 
since Paul Myners, the chairman of Gartmore Investment 
Management and author of the influential Myners report on the 
investment industry, apparently turned the position down. Riley, who 
agreed last year to extend his appointment a further year, formally 
retires at the end of December. 


Sax Riley, commenting on the appointment, said: "We wanted to 
appoint an individual of the highest calibre with experience of business 
outside the Lloyd's market." Riley, who for the remainder of his tenure 
will be responsible for forcing through agreement to the proposed 
radical reform plans for the Society from the membership, continued 
"I've made the point in the past that the Lloyd's market has been too 
inward looking; Peter Levene's appointment is a key step in helping to 
remedy that." 

One of Lord Levene's main tasks will be to oversee the current 
reforms process of Lloyd’s which began with Riley’s creation of the 
Chairman’s Strategy Group eighteen months ago. Lord Levene - who 
has held a plethora of other senior Governmental and _ private 
positions was previously Vice Chairman of Deutsche Bank AG 
London - will take up his new position at the beginning of 2003. 
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£140mn PRI start-up 
boosts London morale 


The morale of the London market - which has come up second 
best against Bermuda in the post 11 September capital raising 
stakes - was improved with the announced £139mn AIM float 
of Professional Risk Insurance Ltd (PRI). 

PRI Ltd has been launched by Andreas Loucaides, the former Markel 
underwriter, and Peter Matson, formerly of Denham. The insurer 
plans to provide professional and financial indemnity cover for small 
and medium size firms which, it maintains, has a lower risk profile 
than the larger firms. 

Professional indemnity rates have soared in recent years in response 
to the growing claims levels. Although PRI will not write direct US 
business, it will target D&O and medical malpractice accounts - two 
of the worst affected sectors. PRI was quick to emphasise, however, 
that one of its strengths is that it has “no historic underwriting liabili- 
ties” The insurer, which is acquiring an FSA authorisation by pur- 
chasing the shell of former London insurer Sirius, has been given an 
indicative financial strength rating of A- from an un-named rating 
agency. 

Advised by Collins Stewart, PRI anticipates that of the planned initial 
market capitalisation of £139mn, £125mn will be available as net pro- 
ceeds. The insurer lists on the 26 June and plans to begin underwrit- 
ing in September 2002. Peter Matson, who remains under contract to 
his former employers, will join no later than 26 August. The group 
anticipates that it will write £21.8mn of gross premiums for the first 
six months, with £3.7mn net of reinsurance. The company is bullish 
about its prospects, predicting that by year end 2005 it will write over 
£200mn of gross premiums, with a £28.7mn profit on a retained 
income of £151.7mn. 

Loucaides surprised observers by resigning last year from Markel - 
the US insurer which acquired the Lloyd’s insurer Octavian - soon 
after he had been promoted to replace the departing Reg Brown. 
Loucaides and Matson will be joined on the Board by Finance 
Director Michael Walton, who resigned from HLF earlier this year to 
take up the position and Non Executive Chairman James Nelson. 


US Senate passes 
terrorism Bill 


The United States Senate has passed legislation by an 84 to 18 
vote that will assist insurers in the event of a catastrophic ter- 
rorist attack. 

The new legislation proposes that Federal funds pay 80 percent of 
terrorism losses that exceed $5bn - excess of a US Treasury imposed 
deductible for each individual insurance or reinsurance company- 
and 90 percent of losses above $10bn, up to a total in all of $100bn. 

However, it is uncertain whether the proposed legislation will be 
ratified. There are currently two versions of the bill on the table, the 
Senate’s and the House of Representative’s version. The Senate’s 
version differs considerably from the House of Representatives’ 
version, mainly on the controversial issue of restrictions on lawsuits 
stemming from terrorism attacks. 

According to Morgan Stanley's Alice Schroeder, a compromise is 
now the most likely outcome: 

"The main sticking point could be the issue of tort reform. The 
President has said that he will not sign a bill if it does not include a 
provision that limits punitive damages for terrorism claims and the 
House and Senate versions of the bill differ on this point (the Senate 
version has no provision). We believe there is likely to be some political 
posturing on this matter, but a compromise is likely - after all, even the 
White House will be in on the negotiations. Ultimately, we believe it 
would be difficult for the President not to sign a bill (irrelevant of the 
tort reform issue), given that he would be going against his own party 
and risking a backlash if another event were to occur." 

She continued: “The House bill would require insurance companies 
and policyholders to repay the government eventually for any losses 
that taxpayers covered. The Senate bill has no such provision. The 
House bill also would prevent the use of taxpayers' money to pay for 
punitive damages in lawsuits stemming from terrorism attacks, a 
provision that Senate Democrats refused to adopt” 

As such, given that this issue has once again gained the attention of 
Congress, we believe that some sort of resolution is now likely by year- 
end...” 
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Lloyd's reduces 
California earthquake 
exposure 


New Bermudians take up some of the departing capacity as 
CEA prefers reinsurance over Cat bonds. 

Despite an impeccable loss record, Lloyd's syndicates have 
reduced their participation on the California Earthquake Authority's 
reinsurance programme. The Benfield Blanch placed contract 
provides $1.5bn of layered reinsurance coverage to the authority for 
2003 - down from $2bn in 2002 - and Lloyd's syndicates have 
reduced their participation by 34 percent to provide $40mn of cover 
next year. 

Three Lloyd's insurers came off the programme altogether - 
Alleghany (Talbot Holdings), DP Mann and Catlin - while there was 
one new addition, David Shipley's MAP, with a $1.9mn line. In 
contrast, the new Bermudian start-ups were all keen to take up 
participations. Of the seven new participants providing $674mn of 
capacity, five were Bermudian - Allied World, Arch Re, Axis Specialty, 
Da Vinci and Montpellier Re. Da Vinci and Montpellier Re took 
disproportionately large lines of $25mn and $18.3mn respectively. 

In effect the Californian Earthquake Authority is the personal lines 
earthquake market for the sunshine state, insuring around 820,000 
policyholders generating approximately $410mn of annual written 
premiums. According to Dowling's IBNR, the original plan was to 
replace $1bn of traditional reinsurance protection in the lower layers 
with catastrophe bond products. However, after negotiations the 
reinsurance industry appeared to have won out, keeping the full 
programme with a 7 percent rate increase on 2002. 
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The 2003 CEA programme is a multi-layer catastrophe reinsurance 
contract providing a total of $6.961bn protection with four 
reinsurance layers of $1.538bn. The first layer, excess of $2.9bn, 
provides $600mn of cover and the second layer provides $400mn 
excess of $3.5bn. Further up the structure is a $200mn "transformer" 
layer, excess of $4.617bn, provided by Swiss Re Capital markets 
followed by a final reinsurance layer of $338mn, excess of $4.817bn. 
According to Dowling's research, Swiss Re arranges protection for 
the transformer layer in the capital markets thereby transforming 
CEA's specific risk into an industry loss warranty cat bond at the 
back-end. 

In its six year history, CEA have yet to make a claim which - together 
with the new Bermudian capacity and competition from the capital 
markets - explains the relatively low rate increase of 7 percent. The 
total premium paid by the CEA to reinsurers for the 2003 renewal 
across all layers was $110.2mn. On the first two layers, reinsurers 
receive $81.8mn of premium income, in return for x cover. The cost of 
the $200mn transformer layer is $11mn (5.5 return on line) and the 
fourth $338mn reinsurance layer is $174mn. Fees for the placing 
brokers - led by Benfield Blanch - remained unchanged at $5.5mn. 

Although the new Bermudian start-ups took up participations, they 
remain marginal compared to the more established reinsurers. Both 
Swiss Re and ACE increased their participations by 65 percent, 
providing $214.7mn and $194.9mn of cover respectively. Other 
significant increases include Transatlantic Re, up from $30mn to 
$55.6mn, Everest Re, up from $50mn to $84.4mn and Chubb Re, up 
from $35mn to $52.1mn. In contrast, many of those with reduced lines 
are reinsurers with some perceived uncertainties. These include 
C.N.A. Group, down 33 percent to $75mn, Gerling, down 15 percent 
to $12.2mn and LaSalle - albeit recently acquired by Endurance - 
down 53 percent to $9.4mn. Lloyd's was down from $61.7mn to 
$40.8mn. 


CEA - Reinsurance Programme Rate on Line comparison by year and layer 


2000 Placement 2001 Placement 


2002 Placement 2003 Placement 


FIRST REINSURANCE LAYER 


Three Tranches: 

$1.134BB from Traditional 
Reinsurers @ ROL 8.5% 
$0.200BB from Lehman 
Re/Capital Markets @ 
7.50% 

$0.100BB from Swiss Re 
Capital Markets @ 5.99% 


Two Tranches: 

$1.234BB from Traditional 
Reinsurers @ 8.50% 
$0.200BB from Lehman 
Re/Capital Markets @ 
ROL 7.5% 


Average ROL = 8.36% Average ROL = 8.19% 


Two Tranches: 

$600MM from Traditional 
Reinsurers @ 8.80% 
$400MM from Traditional 
Reinsurers @ 7.25% 


Three Tranches: 

$1.134BB from Traditional 
Reinsurers @ 7.25% 
$0.200BB from Lehman 
Re/Capital Markets @ 
7.10% 

$0.100BB from Swiss Re 
Capital Markets @5.99% 


Average ROL = 7.14% Average ROL = 8.18% 


SECOND REINSURANCE LAYER 


$1.075B from Berkshire 
Hathaway/CNA @ 
10.75% 


$538MM from Berkshire 
Hathaway/CNA @ 
6.625% 


Source IBNR Weekly 


$538MM from 18 
reinsurers @ 5.50% 


$200MM from Swiss 
Re/Capital Markets @ 
5.50% 

$338MM from Traditional 
Reinsurers @ 5.15% 
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AXA criticised in film finance 


he long awaited judgement in the 
‘T taatceore Litto film finance case 

was handed down recently and, as 
the insurer feared, the presiding Judge 
showed himself almost contemptuous of 
its arguments. 

AXA alleged that its former employee Jean 
Michel Guillot - who notoriously appeared as 
an extra in some of the films he insured - 
conspired with Chase Manhattan to write 
business that was unprofitable and that the 
placing broker, former Stirling Cooke Brown 
broker Sawtantar Sharma, _ intentionally 
misled its client. 

The decision centred on a dispute between 
bankers Chase Manhattan - who structured 
a complicated financing transaction for the 
independent film producer George Litto - 
and AXA who, in 1999, entered into 
negotiations to underwrite both the $7.5mn 
"working capital facility" and up to $100mn of 
production funds to finance a series of films 
produced by Litto. 

On the 6 December 2001, a New York 
Supreme Court ruled that AXA would have to 
indemnify Chase Manhattan for its lendings 
on part of a $100mn loan facility to Litto. 
However, in the recently handed down 
judgement Judge Gammerman was quick to 
criticise the insurer: "/ find that Derotte and 
Cordier's conduct [AXA underwriters], after 
Derotte began taking over Guillot's authority 
on the transaction, was reckless so as to 
render any such reliance unreasonable as a 
matter of law. 

"In his summation, AXA's counsel argued: 
'You get choices in this world. Everyone has 
got choices. But with every choice comes a 
consequence, and you got to pay the 
consequences if you make the wrong 
choice." Gammerman continues, "AXA made 
choices....It chose to fire Guillot without 
making provision for utilizing his familiarity, 
knowledge, and understanding of the 
transaction....../t cannot invoke equity to 
protect it from the consequences of those 
choices". 

In conclusion, Gammerman stated: "AXA's 
approach in litigating this case was to leave no 
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stone unturned. However, with the dust 
clouds from all this stone turning now settled, 
all that remains is many turned stones." 

Axa's position in the Litto case was 
weakened from the outset when the trial 
judge refused to hear the insurer's 
arguments relating to fraud and _fortuity, 
instead centring the dispute upon whether 
Chase and its insurance broker Stirling 
Cooke Brown had misled AXA. 

According to its depositions, AXA Re 
denied "that during the period from 1996 
through early 1999, it had expertise and 
sophistication in  insurance-backed film 
financing transactions such as that at issue in 
this action. To the contrary, the insurance- 
backed film financing matters, including the 
one at issue in this litigation, were developed 
and refined by Chase. AXA Re was persuaded 
and enticed by Chase and its agents to 
underwrite certain motion picture financing 
programs proposed by Chase based, in part, 
upon Chase's holding itself out as the premier 
motion picture production lender in the world, 
and upon Chase's representations that it 
would never participate in a transaction which 
it thought likely to result in a claim." 

Despite AXA's claims, the insurer was the 
most active participant in writing insurance 
backed film financing in the frenzy of the mid 
to late nineties predominantly through its 
former employee Jean Michel Guillot. In all, 
AXA is believed to have underwritten 
approximately 140 films - the vast majority of 
which are expected to lead to claims. 

In the Litto trial, the jury was asked to 
consider whether there was a meeting of 
minds between Underwriters Re - who 
fronted for AXA - and AXA, and whether 
Stirling Cooke Brown and its broker 
Sawtantar Sharma misled AXA. Both Stirling 
Cooke Brown and Sharma were named by 
AXA as third party defendants. 

The jury - which shrank to only six 
members as the trial progressed - answered 
the following questions put to them by the 
trial judge: 

1/ "On July 9, 1999, was there an agreement 
between AXA and URC (Underwriters Re) 
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with respect to the language of the cut 
through endorsement: 

Jury: Yes 

2/ Did URC agree to insure the loan for "The 
Crew" on the policy terms that existed in the 
AXA policy as of July 9, 1999: 

Jury: Yes 

3/ Did Ms Sharma intentionally make any mate- 
rial statements (other than those relating to 
finances) to any AXA representative that she 
knew were false or that were "recklessly false" 
as | have defined that term? 

Jury: No 

4/ Did Ms. Sharma, intentionally and with an 
intent to deceive, fail to provide information to 
AXA that should have been provided in the 
exercise of "utmost good faith", as | have 
defined that term? 

Jury: No" 

The decision related both to the working 
capital and to the funding of the only film 
produced by Litto under the slate entitled 
"The Crew" which, according to Chase, will 
lead to a $11mn - $14mn claim on the policy. 
AXA are expected to appeal the verdict and, 
according to a spokesman earlier this year, 
the insurer was currently reviewing the 
decision with its counsel Cozen and 
O'Conner and one other law _ firm. 
Nonetheless, it was a blow to the insurer 
whose film finance liabilities are estimated to 
be anywhere from $400mn-$1bn - although 
an AXA spokesman told The Eye that these 
estimates are "far greater" than the overall 
policy limits. It also faces both tort and 
breach of contract claims from George Litto 
pending the court decision. 

The insurer, together with Chase 
Manhattan, has separately appealed the UK 
court of appeal decision in AXA vs HIH 
relating to the infamous Phoenix transaction 
and the case is due to be heard in the Lords 
in October 2002. AXA is appealing on the 
grounds that the policy wordings do not 
exclude voidance where misrepresentation 
can be established, while Chase is arguing 
that the wordings exclude voidance even if 
fraud can be established against itself or its 
broker Heath's. 
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Willis facing WTC backlash 


Joe Plumeri’s arrival has coincided with the return of prosperous times. But the broker’s role 
in placing the WTC lineslip is an unwelcome cloud on the horizon 


In May Willis’ majority owner, the US 
private equity firm KKR, took advantage 
of the broker’s buoyant shareprice by 
selling another 7 percent, or $450mn, of 
Willis common stock. 

Despite initial bemusement, KKR’s 1998 
purchase of Willis is looking increasingly savvy. 
Since floating in June last year, Willis’ stock has 
risen to currently stand at $32.85 (20 June), 
valuing the company at $4.83bn. A valuation 
four times higher than the $1.08bn which 
KKR, and its consortium of six insurers, paid 
to Willis shareholders when it de-listed from 
the Stock Exchange in 1998. Nor has the buy- 
out firm been reticent in taking advantage of 
the share price. KKR now owns less than 50 
percent after selling a tranche of shares in 
November. 

On the face of it, investors have every right 
to be bullish. The Group recently announced 
that organic growth was currently running at 
16-17 percent - better than its rivals Marsh (12 
percent) and Aon (1I3 percent). In_ his 
statement accompanying the group’s 2001 
report and accounts, Plumeri highlighted the 
company’s growth: 

"All of our hard work last year was reflected in 
a significant improvement in the fundamentals of 
the Company. At each quarter we grew our 
operating earnings and revenue year-over-year. 
Operating cash earnings in 2001 increased 172% 
to $147 million. Operating cash earnings per 
diluted share were $0.99, an increase of 120% 
over 2000." 

However, while shareholders remain in 
thrall of the company, there are clouds on the 
horizon, in the form of the broker’s 
involvement in the tail end of the PALMX 
spiral and its placing of the controversial WTC 
lineslip. 

One of Willis' former brokers, Barry 
Johnson, is due to give evidence in the Sphere 
Drake vs. Stirling Cooke Brown trial currently 
plodding its way through the High Court. The 
case revolves around over $200mn of disputed 
claims and allegations of fraud over the 
placement of ‘arbitrage’ reinsurance deals by 
SCB with Euro International, a managing agent 


appointed by Sphere Drake. 

In July 2001 Willis applied unsuccessfully to 
join the SCB defence. However, in conjunction 
with its application Willis filed a claim against 
SCB demanding a declaration that in placing 
Reliable’s = PA 
programme, SCB was “in breach of duty to the 


American reinsurance 
claimant” and liable in damages (in the amount of 
the for 
consequential loss and damage suffered by the 


an Indemnity) to Claimant any 
Claimant”. 

The danger for Willis is that if Sphere Drake 
wins its claim of fraud against SCB the 
company will be tainted because it also used 
EIU. In particular, Willis through Barry Johnson 
used SCB to place American Reliable's 
reinsurance programme into Sphere Drake in 
1997. If Sphere Drake succeeds, American 
Reliable’s own cover could be voided - and a 


claim against Willis could occur. 


WTC dispute 


Willis’ potential LMX exposures 
dwarved, however, by its involvement in placing 


are 


the World Trade Center property insurance 
for the WTC leaseholder Silverstein. The 
acrimonious dispute between the reinsurers, 
led by Swiss Re, and Silverstein to determine 
whether the || September attack was one or 
two events, has focused on the relationship 
between Willis and Silverstein. 

Earlier this year Swiss Re launched a 
scathing attack on the alleged "joint interest" of 
Willis and Silverstein. Jacques Dubois, Swiss Re 
America's chairman, said the reinsurer was 
“concerned about what it has learned in discovery 
to date" and that it was, "now obvious that 
Silverstein's Travelers form two-occurrence 
confection is nothing but a post-loss creation by 
Silverstein and his counsel and bears no relation to 
the actual placement history." 

In a Court motion Swiss Re alleged that 
Willis 
manager, Bob Strachan decided on September 


executives and Silverstein's risk 
12 that the Wilprop form was the controlling 
policy form and that the attack constituted 
one occurrence. It was only afterwards, 


according to Swiss Re, that Silverstein's 
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lawyers arranged meetings with 
representatives of Willis, GMAC and the Port 
Authority, and the 'new' story emerged. 
Silverstein contends that all conversations and 
negotiations relating to those meetings are 
privileged. However, on 19 June US District 
Judge S MArtin Jr approved the motion by SR 
International Business Insurance, a subsidiary 
of Swiss Re, to disclose discussions between 
Silverstein and Willis. 

Swiss Re allege that Willis brokers involved 
in the placement have been pressurised: "The 
discovery to date has established that Boyd, [the 
broker responsible for coordinating the WTC 
placement] who advised his colleagues at Willis 
on September | 2 that the World Trade Center loss 
was one occurrence, informed an underwriter for 
Travelers that he “almost quit 1-2 weeks ago" 
because a "lawyer threatened to have Willis 
Chairman (Plumeri) call [Boyd.]". 

The wording of the Willis Wilprop form is 
supportive of the reinsurers' argument 
because it defines "occurrence" as: "all losses or 
damages that are attributable directly or indirectly 
to one cause or to one series of similar causes. All 
such losses will be added together and the total 
amount of such losses will be treated as one 
occurrence”. 

While Swiss Re attacks the credibility of 
Willis, Silverstein remains supportive - issuing 
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a statement applauding Willis’ “extraordinary job 
in placing one of the largest insurance programs in 
the history of the US real estate industry”. 
Nonetheless, if the reinsurers do succeed will 
Silverstein continue to be supportive? Few 
think so. Nor is the alternative outcome 
comforting. If Silverstein succeeds in proving 
two events - and obtaining a further $3.5bn for 
his troubles - an action by the reinsurers 
against Willis is almost inevitable. Its an 
unenviable position. The third way is out of 
fashion, but it remains Willis’ best hope - an 
amicable settlement with no more airing of 
dirty laundry. Perhaps this is also the most 
logical outcome, now that a Court ruled a full 
trial would be necessary. Willis can take some 
comfort, however, that its shareholders remain 


=~ 
Se 


blissfully unperturbed. 
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Is AIG being re-rated? 


While analysts react positively to AlG’s charm offensive, investors are continuing to sell 


Maurice "Hank" Greenberg has been 
described, with good reason, as the 
greatest man in insurance. He didn't 
form AIG, the world's largest insurance 
company by market capitalisation, but 
as the chief executive since 1967 he is 
responsible for driving its extraordinary 
expansion. 

Befitting his iconic status, one legend reveals 
that the former mayor of New York Rudolph 
Giuliani permitted Hank's chauffeur to avoid 
the inconvenience of Manhattan traffic with 
the use of a flashing blue light otherwise 
reserved for emergency vehicles. Perhaps it is 
apocryphal - but it also reflects the awe he and 
his $1 70bnplus company inspire. 


Corporate paranoia 

However, 2002 is turning out to be anything 
but awesome. Until recently, AIG's pre-emi- 
nence was unquestionable. But with its share 
price down 35 percent since 2000, and by 
almost 20 percent this year alone at a time 
when its competitors’ stock is rising, cassan- 
dras are beginning to find their voice. The com- 
pany's financials are impenetrable; it's over-val- 
ued; the claims policy is too aggressive, 
Greenberg's succession must be resolved, they 
cry. Indeed the criticism appears to have 
caused a mild breakout of paranoia within the 


group’s Lower Manhattan headquarters. On 
the 22 April, AlG requested the SEC investi- 
gate trading activity in its shares after they fell 
1.6 percent in one day. Speaking at an official 
launch of AIG’s Beijing office, Greenberg was 
recently quoted as saying: “a firm put out a 
report suggesting that AIG would miss its earnings 
target and gave two examples, both of which were 
erroneous. They put that information in the hands 
of their sales organisation and were advising 
clients to short AIG stock”. 

The firm Greenberg is believed to be com- 
plaining about is Putnam Lovell. However, 
unless AIG is alleging that Putnam knowingly 
published false information - which it doesn't 
appear to be doing - it is difficult to see AlG’s 
point. They might not be used to it, but short- 
ing is not illegal, or even unethical. David Schiff, 
the editor of Schiff’s Insurance Observer, also 
makes the point that manipulating AlG’s stock 
is nigh on impossible. 

“Even if a firm’s report was false and crooked, 
what difference would it make for AIG’s stock? The 
market cap is so large that the shares can’t be 
manipulated for more than a few minutes or, 
maybe, hours. About $350mn of AIG stock trades 
each day. There have been days when $1.5bn of 
stock traded. How could a brokerage firm - or any- 
one - manipulate such a giant company?”. 


Who owns AIG? 


According to AIG’s proxy statement, the 
only block of shares of more than 5 
percent of the company is a 14 percent 


| stake owned by a private offshore 


company called Starr International. 
Named after AIG’s founder Cornelius 
Vander Starr, the company holding is 
worth over $25bn even with the insurer’s 
relatively depressed share price. 
According to The Economist, despite 
AIG’s proxy giving Starr's home as a 
Bermudian post office box, the true home 
is another box, in Panama. The 
Economist concludes: 

“in other words, the ownership structure 
of America’s second largest financial 
institution is, for all practical purposes, 
immune to many aspects of American law 


and taxation”. 

At the investor day, Greenberg was quick 
to reassure analysts there was nothing 
untoward about Starr. He explained that it 
was formed in 1970 as a benefit plan 
partnership at the time of the IPO. At the 
time, the 10 senior managers of AIG 
exchanged their ownership in the private 
company for $120mn of stock in the 
public company and place it into an 
offshore partnership. 

According to AIG, shareholders of SICO 
are allocated shares every two years 
based on the earnings growth of the 
company and the number of units he or 
she holds. Entry is based on merit and 
there are currently 600 shareholders, out 
of AlG’s 85,000 employees. 
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Improving transparency 

Fortunately, AIG has also acted more posi- 
tively in tackling the criticism. Concerns over 
transparency have begun to be tackled with 
the company holding its first quarterly earn- 
ings conference call, more recently its first 
ever investor day on 18 June and greater dis- 
closure of information in its recent | OK filings. 
The company also announced a reshuffling of 
its senior management - widely viewed as a 
clue to the succession issue and - perhaps 
most crucially, it diplomatically missed its 
fourth quarter Ol earnings estimates by | 
cent. AIG is renowned for its uncannily 
smooth earnings growth yet Greenberg was 
wise enough to realise that in the post Enron 
world, "managing" earnings is infra dig. 


Valuation differences 

But while most insurance analysts remain in 
thrall of the company - despite the share price 
fall not one rates AIG a "sell" - others are 
speculating whether AIG can ever return to 
the heady days of 2000 when it was valued at 
an extraordinary 37 times earnings and 5.8 
times book value - and at a time when insur- 
ance stocks were as popular as Michael Owen 
in an Argentinian steak-house. 

The Economist, for instance, is unsure. It com- 
missioned a report from US financial consul- 
tants Seabury Insurance Capital which anal- 
ysed each of AIG's main businesses: life insur- 
ance, P&C, asset management and financial 
products (a generic category to include all of 
AIG's other concerns, such as the world's 
largest aircraft leasing business) in a attempt to 
determine the value of AIG. 

Although somewhat artificial, they estimated 
AIG's "worth" by comparing each of its com- 
ponents with rival companies. The result: even 
after its 30 percent share price fall since 2000, 
AIG's capitalisation would be almost $100bn 
lower at around $97bn if valued in line with its 
best competitors and $120bn lower at $67bn if 
valued on a peer basis with companies of simi- 
lar size and financial strength (Seabury chose 
AXA, Allianz and ZFS). 

Seabury accepts these comparisons do not 
take into account earnings growth, which has 
been a key factor in the AIG success story or 


the risk factor of each stock. Seabury's view is 
that risk can be largely discounted and there- 
fore concludes that AIG's value of $189bn 
(since then it has fallen further to a current 
$178bn) can only be justified if investors 
believe it can grow 63 percent faster than its 
peers for the next 25 years. On those num- 
bers, it's little wonder that the Greenberg suc- 
cession is a thorny issue. 

Not everyone agrees with their analysis, 
however. Analysts Sanford Bernstein were 
quick to rebut Seabury's contentions. Sanford 
Bernstein felt that "Seabury's implied valuations 
are well below current averages for all insurance 
companies" and claims that current insurance 
averages are actually about |4 P/E and 1.9 P/B 
which would put AIG's "over-valuation" at $50- 
65bn. They go on to state: "Given that AIG does 
better than the industry averages in almost all 
cases, this is a conservative methodology. Unless 
Seabury thinks all insurers are currently over-val- 
ued by 25-40 percent, The Economist's numbers 
do not sync up with market reality". Banc of 
America’s analyst Brian Meredith published a 
note after the investor day saying: “We came 
away from the meeting even more convinced that 
AIG’s fundamental outlook is perhaps the best it 
has been in the history of the company”. 


Film Finance Litigation 

What comprises "fair value" is an inexact 
science, of course, but while the vast majority 
of analysts remain confident that AIG can con- 
tinue its remarkable growth, the actual 
investors appear to be rallying against the 
group's Byzantine structure and penchant for 
out-of the ordinary financial transactions. 
AIG's reputation for risk management is 
unparalleled but it faced criticism last year 
when it's subsidiary Lexington refused to pay 
on up to $183mn of so-called Hollywood 
bonds. It has been analysed as a clash between 
the philosophies of the capital markets ("pay 
now, sue later") and insurance, where princi- 
ples of good faith and full disclosure prevail. 
AIG is now being sued in the UK High Court 
by disgruntled bond holders who thought they 
were buying blue chip bonds (S&P rated them 
triple A on the back of AIG's cover). But what 
isn't mentioned is the purpose of the bonds 
AIG were insuring/financial guaranteeing. 

The Hollywood bonds Nos 4,5, and 6 were 
one of the last significant transactions of 
Flashpoint, a discredited Anglo-American film 
financier established by former Syndicate 602 
underwriter David Forrest. But whatever hap- 


pened to AIG's famed risk management? In 
fairness to AIG, it noticed its film finance expo- 
sures earlier than other insurers and indeed 
was able to cede some of its exposures with 
reinsurers such as AXA and General Star 
International who continued their love affair 
with the film industry until it finally collapsed 
in 1999-2000. Nonetheless, it is an ongoing 
embarrassment and with some in the capital 
markets now apparently questioning AIG 
paper after the default of the (triple A rated) 
Hollywood Bonds, potentially damaging. 


PNC Bank 


Yet if film finance raised a few eyebrows, it 
was nothing compared to the damage caused 
by AIG's involvement with PNC Bank. 

On the 29 January 2002, PNC Bank was 
forced by the US Federal Reserve to unravel 
three transactions with AIG which were 
designed to remove potential non-performing 
loans from the bank's balance sheet, forcing 
the bank to take a $155mn charge and become 
a target of the class action specialists firm 
Milberg Weiss. 

In monetary terms, the damage was even 
worse for AIG. After the announcement, 
$1 1bn was wiped from the company's value by 
nervous investors. Analysts’ were quick to 
point out that the announcement would have 
no earnings implications yet shareholders’ 
fears were heightened when it was later 
revealed that AIG executives had been sub- 
poenaed by the Securities and Exchange 
Commission to explain the transactions.At the 
recent investor day, Greenberg admitted that 
AIG is now under investigation by the SEC’s 
Division of Enforcement. 

The PNC transactions were typical AIG: 
clever and complicated to understand. In 
essence, AIG took shareholdings in special 
purpose vehicles which were capitalised by the 
transfer of various of PNC's non-core assets. 
In consideration for taking on the equity risk, 
AIG received a fee together with any upside in 
the investments. 

According to Jay Cohen, an analyst with 
Merrill Lynch,AIG had not been marketing this 
style of SPV structure for long, nonetheless 
there is no doubting that AIG is an expert in 
developing and exploiting alternative risk 
transfer style products.A year ago, AIG would 
probably have been applauded for its 
entrepreneurial spirit. But in the post Enron 
world, off balance sheet transactions are whol- 
ly unfashionable.Indeed David Schiff observes 
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that the company has more debt than usually 
thought because of $22bn in policy holder' 
contracts that are incorporated into AIG's bal- 
ance sheet as a liability, but not as a debt. 
Schiff (who is a fan of AIG; Greenberg spoke 
at his last conference) also points to a section 
of the AIG proxy, which explains the role of 
the company's audit committee. According to 
the proxy, members of the committee are "not 
professionally engaged in the practice of auditing 
or accounting and are not experts in the field of 
accounting or auditing". Their role does not "pro- 
vide an independent basis to determine that man- 
agement has maintained appropriate accounting 
and financial reporting principles or appropriate 
internal controls and procedures". Schiff's view is 
that these qualifications make the committee's 
opinions so “ambiguous, elusive, equivocal, 
hedged and oblique" as to be "virtually meaning- 
less.” As The Economist noted, he has a point. 


Long Live the King? 

Perhaps this is AIG's problem. Investors have 
tolerated AIG's opaqueness all the time they 
shared in the company's success. But now 
times have changed. AIG's 2001 earnings were 
down 19 percent at $5.4bn - assisted by a 
$800mn WTC loss - and at the same time 
investors have become suspicious of high val- 
ued companies that lack transparency ala 
Enron. Greenberg's bout of flu earlier this year 
which possibly prevented his attendance at the 
Bermudian World Insurance Symposium - 
Greenberg later insisted he didn't go because 
of its unchallenging content - unnerved 
investors who understandably fear his replace- 
ment might not be as successful. 

The recent shuffle has put Martin Sullivan in 
the driving seat as the younger of the two co- 
chief operating officers. He is an AIG man and 
well regarded by many. But could he hold the 
empire together and maintain its growth? After 
all, whether you agree with Seabury's or 
Sanford Bernstein's thesis, to a greater or less- 
er extent the share price depends upon it? 

If Sullivan is not the man, then there is an 
intriguing, if somewhat far-fetched, solution. 
Could Hank’s son Jeffrey, once Hank's anoint- 
ed successor and now of Marsh, be tempted 
back to the fold? On the grapevine, his depar- 
ture from AIG was not entirely amicable. Yet 
despite its size, AIG has been run with a pater- 
nalistic streak reminiscent of a family firm. 
And, as they say in some parts, "It's family". 

Whoever it is, they certainly have a tough 


act to follow. > 


analysis & 


E&O insurers get tough with HLF 


Soon-to-be floated broker admits errors and omissions exposures are “unsustainable” after 
its insurers demand a leap in rates and conditions 


Investors in HLF, which is due to float on 
the London Stock Exchange this sum- 
mer, will be backing a company that 
faces soaring liability premiums after 
admitting to having a “poor E&O record”. 
In an internal document the world's 7th 
largest insurance broker admitted that it 
has been forced to introduce new proce- 
dures to satisfy its insurers. 

The document, which was circulated to key 
staff earlier this year, explained "Our old ways 
of working are no longer acceptable, the bar has 
been raised and we all have to achieve the new 
standards. It is the best practice." 


HLF float 

After months of speculation, HLF recently 
confirmed that it will float on the London 
Stock Exchange, valuing the firm at between 
£480mn and £550mn. Investors will be backing 
a company that has seen a 108 percent rise in 
brokerage earnings on the back of the rising 
rates. However, its trading profits would be 
even higher were it not for the steep rise in 
the group’s errors and omissions premiums. 

The problem is not unique to HLF as ExO 
rates have increased considerably not least 
because insurers have made significant 
reserves for brokers exposed to a variety of 
market problems, including the collapse of 
Independent, HIH and Reliance, the 'Unicover' 
workers’ compensation carve-out scandal, the 
Personal Accident LMX spiral, and WTC 
related issues. These have led to a market wide 
hardening of rates and conditions - a situation 
compounded by the general hardening of the 
global insurance market. . 

However, it is HLF’s pivotal role in the 
insurance backed film finance business - which 
collapsed in a welter of litigation and 
recriminations in 1999-2000 - that is thought 
to have especially un-nerved its insurers. HLF 
currently faces claims for negligence on both 
sides of the Atlantic. 

The relatively small size of HLF has also 
served to magnify the effect of these rate 
increases on the group’s bottom line. If it 
wasn’t for the leap in E&O costs this year, 


HLF’s income would be around £10mn better 
- a fifth of HLF’s entire 2002 trading profit. 

The Eye obtained exclusive access to the 
structure and cost of the Group’s errors and 
omissions programmes for the 2002 year. The 
Group now carries a deductible of £500,000, 
with its captive taking the next £12.5mn. 
Excess of this HLF has purchased a further 
£100mn of cover on a JLT lineslip. The total 
premium cost of the new programme is 
£12.9mn. The Eye understands that JLT 
recently completed the placement. 


HLF Group 


Results for the year ended 
31 March 2002 


2001 2002 Increase 
£m £m 
Group Turnover 249.8 278.9 12% 
Op’ting Expenses 232.0 241.9 
Broking Profit 17.8 37.0 108% 
Share of Assoc’s 
Profits 2.0 Dal 
Investment Income 16.3 9.6 
Trading Profit 36.1 48.7 35% 


E&O underwriters demand 
changes 

But not only have the E&O underwriters 
increased the cost of the cover they have also 
imposed new procedural requirements on 
HLF (with the — ensuing 
implementation). David Spranger - HLF’s 
compliance officer - distributed an internal e- 
mail on 25th March 2002 to all employees 
explaining the new procedures. The e-mail 
that the it is the E&O 
underwriters who are demanding changes: 


cost of 


makes clear 
“Our errors and omissions underwriters require 
us to improve the quality control of the broking 
process”, he told the recipients. 
According to the circular dealing with the 
new compliance requirements is "by far the 
most important business 


change to our 


procedures”. The new system monitors the 
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placement progress of a risk by following a 
checklist ensuring "that at each stage the 
required disciplines have been met." The 
checklist is described as a "stop and think 
process" designed to "try and eradicate errors 
and omissions from our business the losses of 
which are unsustainable." 

The draconian nature of some of the 
measures - some of which are guaranteed to 
slow up and add cost to the broking process - 
are testament to the seriousness with which 
HLF and its insurers regard the E&O problem. 
For example procedures governing outgoing 
correspondence are prescribed as follows: 

"A senior member of staff must countersign 
outgoing the 
correspondence is of a complicated nature or 


correspondence where 
evidences coverage. This includes e-mails which 
must be printed prior to being sent and presented 
for initialling, after which they may be sent. The 
initialled copy of the correspondence must be 
permanently attached to the sent copy. All 
correspondence must be attached to the relevant 
placing file. Senior members of staff are also 
their 
countersigned where it is of a sensitive or 


encouraged to have correspondence 


complicated nature". 


No opt out 

The strongly worded document tells HLF 
employees that there is "no opt out" from the 
new procedures and that E&O insurers will 
monitor and audit the procedures to ensure 
compliance. HLF refused to comment on 
whether the E&O policy would be invalid if an 
impatient or inattentive HLF broker failed to 
follow full procedures. 

HLF will use the proceeds to repay venture 
capital-related debt instruments, bank debt 
and preference shares. The Group, currently 
equity 
management and staff was formed from the 


owned by | private investors, 


merger of two (previously listed) companies in 
1999 Heaths and Lambert Fenchurch. 
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Improving Lloyd’s reporting 


The reporting standards of Lloyd’s syndicates need improving if spread capital is to get a full 
picture of its exposures, claims Laptop 


arlier this year the EU Commission 

surprised observers by demanding 

the UK government provide infor- 
mation concerning the regulation and 
supervision of the Lloyd's insurance 
market. The request was the first stage of an 
infringement procedure under Article 226 of 
the EC Treaty; and was apparently prompted 
by concern over the ability of Lloyd's to reg- 
ulate and supervise the market with respect 
to the first non-life insurance Directive 
73/239/EEC. 

Few expect the complaint to amount too 
much, however it did again focus the light on 
insurance regulation. The audit certificate at 
Name level is recognised as the building 
block for testing the sufficiency of that 
regulation; and a recent review of the reports 
and accounts for the closing 1999 year of 
account has revealed several instances 
where the true and fair value certificate 
attached to each report by a panel auditor is 
less than satisfactory. 

In fact, the annual reports and accounts 
have never been presented in a standard, 
readily understood format and as a 
consequence Lloyd’s managing agents have 
been allowed to disclose as much or as little 
information as they like in a wide variety of 
formats which often give the impression of 
being designed more to obfuscate than 
inform. This is despite a number of influential 
reports which contain adverse comments 
about syndicate disclosure. For example, Sir 
Patrick Neill QC, in his report of January 1987 
to the Secretary of Trade and Industry 
recommended that “there should be a formal 
requirement to quantify the business 
underwritten...so that Names have a more 
precise indication of the types of risk they 
have been underwriting’: 

Five years later Sir David Walker, reporting 
on Syndicates’ participations in the 
disastrous LMX spiral recommended that 
Lloyd's should be "more attentive to the 
collection, quality and accessibility of data for 
the purpose of analysis of syndicate 
performance". 

Having been involved in the evaluation of 


syndicate performance since 1985, first 
through the ALM and then though Chatset 
and reports prepared’ by _ Financial 
Intelligence and Research, Laptop can report 
that so far as annual reports and accounts 
are concerned little has happened. In fact, in 
a number of respects, the situation is worse 
now than when those comments and 
recommendations were made. 


Business Disclosures 

With a few notable exceptions the least a 
Name could expect in the 1980s was a 
separation of business disclosures into the 
major classes: marine, non-marine, motor 
and aviation. Occasionally they were told 
how much of this business was written direct 
and how much was reinsurance. However, 
today marine, aviation and_ transport 
business is lumped together into a single 
category; as are the diverse and potentially 
volatile long-tail categories of professional 
indemnity, financial institutions, E&O/D&O, 
medical malpractice and employer's liability 
into the catch-all "general liability" category. 
To their credit some managing agents 
publish alongside these so-called EEC 
categories a more detailed breakdown of 
gross and net premium income; but there 
has been no central direction from the 
Lloyd's regulators on standards of business 
disclosure, nor had there ever been a 
comprehensive glossary to explain the 
meaning of such terms as: 
"creditor suretyship" "credit life 
lines" "pluvius" "proportional treaty" "pro-rata 
treaty" "qualifying quota-share" "retroces- 
sion" "spread loss treaty" "self-funded medi- 
cal" and "whole-account reinsurance". 


wom 


surplus 
wo 


won 


Unpalatable disclosures 

The writing of nuclear risks is disclosed 
only by the Cox Syndicates 1176 and 1208 
which lead the risks at Lloyd's. However, 
other syndicates have signed up on nuclear 
lineslips for many years; but we have never 
seen this information disclosed in any other 
reports and accounts. 
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Currency Spread 

Lloyd's business has _ historically been 
written in three major currencies: Sterling, 
US dollars, and Canadian Dollars; and it was 
always customary for syndicates to publish a 
breakdown of premium income in those 
currencies. Today, some syndicate have 
introduced the Euro into their disclosures; 
but other syndicates have abandoned 
altogether this essential aspect of disclosure. 
Search as we might we can find no 
indication from the Kiln syndicates, or 
Kinsgsmead (Caudle) Syndicate 271, of any 
such breakdown for their closing 1999 
accounts. Again there seems to be no Lloyd's 
standard for these disclosures which are an 
essential tool for investors seeking to avoid 
the consequences of unfettered US litigation 
in certain volatile categories of business in 
the long-tail sector. 


Bad Debt 

Bad debt has never been an item of 
mandatory disclosure; yet now, following the 
events of September 11, it has been the 
focus of attention for fund providers who 
worry about the yawning gap that exists 
between gross and net losses from that and 
other major losses that have impacted the 
2000 and 2001 accounts. 

Many syndicates have disclosed their bad 
debt provisions; but in doing so have 
presented their members with a game of 
"find the slipper" they could well do without. 
Sometimes bad debts are recorded as a 
footnote to the reinsurance to close 
calculation; and in others bad debts are 
shown as a footnote to the Technical Result 
or as a separate item altogether in the notes 
to the accounts. There is an urgent need 
here for standardisation with the amount of 
the bad debt provision shown in the main 
account, expanded in the notes showing the 
amounts and reinsurers against which it has 
been found necessary to make those 
provisions. 


Correlation of Facts and 


laptop 


Figures 

In our survey of the 1999 result we have 
found instances where disclosures in one 
section of the accounts does not correlate 
with disclosures elsewhere in the same set of 
accounts. For example, Kingsmead shows a 
total of £20.403m ceded to reinsurers on page 
38 of their accounts for Syndicate 2, yet in the 
main account on page 20 that figure is shown 
as £34.944m (although in fairness to 
Kingsmead they remedied the mistake when 
we pointed it out to them). In his report on the 
1999 account for Syndicate 779 Brian Jackson 
claims a capacity utilisation of 82%; but 
dividing the £8.414m gross premium income 


investments since 1991. 

However, only five of these investments 
appear among disclosures in the latest 
Report and Accounts for Syndicate 435. The 
interest in J Linneman & Co was sold to 
Wellington during 1999 at a profit of 
$150,290 which was distributed equally 
across the 1997, 1998 and 1999 accounts; 
the interest the New London Insurance 
(Baku) Ltd was "surrendered" to the local 
partners as a total loss to the Syndicate; and 
Malson International, Hilton Malcolm and 
Entertainment Brokers International have 
simply disappeared from the listing without 
any explanation being given. 


Use of Flat Fees to Mask 
Syndicate Expenses 

It has recently become customary for 
managing agents to charge an annual flat 
fee expressed as a percentage of capacity to 
cover syndicate expenses which hitherto 
have been itemised to include underwriters' 
remuneration, together with expenditure on 
such items as accommodation, computer 
systems, legal and professional fees, fixed 
asset charges, interest and legal and 
professional fees. 

This retrogression to the disadvantage of 
members is illustrated by the flat fee of 12% 
recently approved for Cox's Nuclear 


into capacity of £10.995m for that 


year in the main account on page 

14 produces a figure of 75.6.%. The | 1991 
explanation given is that the figure | 1991 

for gross premium income used as | 1995 
the basis for the 82% calculation | Mid ‘90s 
"includes 1998 and prior year | Mid ‘90s 
movements in accordance with the | 1996 
syndicate accounting convention | 1997 
adopted throughout the market". | 1998 
What are we to believe, and where | 1999 

is the accountability for the 


Syndicate 435 Investments 


12.0% interest in J Linneman & Co 


2.07% interest in ENAM underwriting Franchised Ltd 


2.0% share in Film Finances Inc 
20.3% share in Malson International Ltd 


8.0% interest in Hilton Malcolm Underwriting Ltd 
17.0% interest in the Asia Pacific Underwriting Agency Ltd 
5.0% interest through a loan in Entertainment Brokers Int’nl 
49.0% interest in New London Insurance Company(Baku) Ltd 
4.0% interest in the Asia Pacific Underwriting Agency Ltd 


Syndicate 1176 which on 2002's 
stamp of £2.518 mn will produce 
fees of £302,160. A minimum of 
£150,000 has also been imposed 
which will increase the fee if the 
stamp falls below £1.250mn. Given 
that premium income for 1176, 
shared with corporate Syndicate 
1208, is on a dwindling trend in part 
because of the growing trend 
among nuclear power producers to 
self insure, a net retention level of 


£702,000 difference? 


Cash Calls 

In recent years fund providers have faced 
cash calls to shore up cash flow, rather than 
losses. When that money is no longer needed 
it is simply returned, as in the case of 
Syndicate 382, with no indication of interest 
earned, with the final distribution after 
closing the 1999 account boosted from 
2.98% profit to 7.98%. The Syndicate called 
5% on capacity in the 1999 account 
amounting to £2.64m which was retained 
interest free from 2000 to May 2002, 
although the Syndicate earned an average of 
5.93% on its gross US dollar investments 
during the period. 


Speculative Purchases Using 
Syndicate Funds 

It has been customary for some syndicate 
managers to purchase shares in overseas 
companies using syndicate funds within the 
provisions of paragraph 2 of the Syndicate 
Accounting Byelaw (No 2 of 1996), which 
allows such purchases that directly or 
indirectly provide “underwriting 
opportunities” for the syndicate. For example 
Syndicate 435 has made nine such 


In contrast, XL Brockbank sold _ their 
interest in Admiral in a management buy out 
and have rebated the proceeds of that sale 
direct to Names in a series of annual 
instalments. Five life syndicates sold their 
equal shares in Lutine Assurance to St Paul 
and are crediting the proceeds to the 2000 
distribution taking full profit commission as 
well as deducting charges for completing the 
transaction, and this includes St Paul's own 
Life Syndicate 779. 


Parallel Corporate Syndicates 

Some managing agents have been 
allowed to write parallel business based 
upon a fixed percentage of premium income 
allocated between syndicates open to 
external members and corporate syndicates 
funded by dedicated capital providers. Until 
the closing 1997 account is was possible to 
track substantial capital transfers between 
these parallel syndicates through syndicate 
reports and accounts; but since the closing 
1998 account external members have been 
denied access to the parallel corporate 
syndicate accounts. 
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only 29.8% of stamp, as 
experienced in the 1999 year of account 
(1988 = 21.1%), would leave the Syndicate 
with little room for profit. Even if, as has been 
customary on this syndicate, the level of net 
claims remained below 10% and there was 
no increase in the reinsurance to close, 
which has happened in six of the last seven 
closing years of account. 


Incurred Loss Ratios 

We have long maintained that the incurred 
loss position at Q4, Q8 and Q12 is an 
essential ingredient of forward projections 
on the open years; and have welcomed 
Chatset's effort to fill this void by the timely 
publication of the latest figures gleaned from 
SQRs in January each year. Alas Chatset and 
their incisive view of the Lloyd's scene is no 
more; and it is now incumbent on the Lloyd's 
regulators and syndicate managers to ensure 
that these figures are published in syndicate 
accounts. 

About half the 1999 crop of reports 
disclosed these figures in various non- 
standard formats; but the remainder either 
ignored the requirement altogether or 
published only pure year ratios which can be 
derived simply by dividing net claims into net 


premiums. 


Syndicate Allocated Capacity 

No standard has yet been achieved in 
reporting the breakdown of syndicate 
capacity. Most syndicates report allocations 
between working and external Names; but 
there is no convention for reporting the 
MAPAs split between external Names and 
others which include Namecos, SLPs and 
Corporate Capital. All too often Corporate 
Capital, which now forms the main source of 
funding, is shown as a single catch-all figure 
which includes dedicated corporate capital, 
limited liability Namecos, SLPs and other 
corporate capital. 

The objective of the disclosure should be 
to show exactly how close a syndicate is to 
triggering a mandatory offer from a 
dedicated corporate capital provider for 
capacity after achieving 75 percent of a 
syndicate's capacity, and a mandatory 
purchase offer on achieving 90 percent of 
capacity. To this end it is necessary for 
managing agents to follow a standard 
convention showing at the very minimum 
capacity movements for the latest three 
years of account under the following 
headings: 

- Total Capacity (£m) 

- Bespoke members (%) 

- MAPA membership (%) 

- Specified dedicated membership (%) 
- Other corporate membership (%) 


Risk Based Capital 

Fund providers are required to maintain a 
deposit, the level of which is affected by risk 
based capital assessments and realistic 
disaster scenarios but these factors are 
never mentioned in reports and accounts. 
The RBC ratios (as opposed to the concept) 
have been one of the most heavily criticised 
reforms in recent years with concerns 
expressed about the logic of the ratios and 
the initial lack of transparency. It would 
better serve the membership if these 
numbers were published by Lloyd’s to all and 
sundry so that obvious anomalies could be 
ironed out by those directly affected by them. 

In recent years reinsurance failures have 
played a large part in the quantum of losses 
suffered by fund providers; and to this end so 
called "realistic disaster scenarios" should 
include a factor for what now seem to be 
inevitable reinsurance failure. 


Presentation 

There should also be a more uniform (and 
lucid) method of producing ancillary 
information. For instance: 

Calendar Year Investments: 

SVB Syndicate 1007, at note 8 of their 
annual report, presents percentage yields 
for the three main currencies; but a pocket 
calculator is needed to determine the overall 
yield for the years listed. 

Premiums Ceded to Reinsurers: 

There are a variety of ways in which 
cedings to reinsurers are disclosed: as raw 
numbers with a total; as raw numbers where 
a pocket calculator is needed to arrive at a 
total (Syndicates 2 and 780); simply as 
percentages; and most useful of all those 
expressed both as raw numbers and 
percentages. Sometimes the information is 
presented in the form of histograms or pie 
charts, while Ockham Syndicate 37 doesn't 
disclose any numbers at all. 

Graphics: 

Readers are also presented with graphic 
displays, some of which are confusing 
because they rely on different shades of the 
same colour, others obscure small values by 
representing them as single lines that are 
barely distinguishable as meaningful 
numbers; and yet others, like the Chaucer 
syndicates, present bare histograms which 
make it necessary to interpret 12 values 
using an incremented scale in 10% steps on 
the Y axis. 


Conclusions 

If, as the retiring Lloyd’s chairman Sax 
Riley recently claimed, private capital does 
have a future at Lloyd’s then there is a need 
to inject some measure of standardisation 
into reports and accounts with the aim of 
providing fund providers with a clear and 
readily understood picture of the closing 
account and as much _ information as 
possible on accounts in that have not closed. 
Moreover, if fund providers in parallel 
underwriting situations are to maintain a 
clear picture of their underwriting position at 
the end each year of account, it is essential 
that they are provided with copies of the 
report and accounts for their dedicated 
corporate partner. The demise of Chatset - 
which performed an invaluable role in 
shining a light on the mystique of Lloyd’s - 


makes this requirement all the more 
pressing. > 
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Equitas: £3.2bn 
reserve boost 
is enough 


Equitas has reported a reduction of 
£21mn in its accumulated surplus and 
continues to maintain that, “Asbestos 
claims continue to be the single greatest 
threat to the stability of Equitas.” 

According to the run-off reinsurer, 
asbestos claims trends continue to worsen 
with a growing number of claims from 
individuals who “have suffered no physical 
impairment. Despite this, Equitas claimed 
that “it was not necessary for them to adjust 
the level of discounted reserves at year end.’ 
Over the last two years the run-off reinsurer 
has. increased its provision by 
£3.2bn.($4.6bn). 

Equitas has released its latest reports and 
accounts for the year ending 31 March 2002, 
and claims to have made “substantial 
progress in reducing liabilities and realising 
value from reinsurances.” 

Payments and commutations during the 
past year amounted to £1.1bn ($1.59bn) with 
undiscounted asbestos reserves of £6.4bn 
compared to £8.1bn in 2001. 

Equitas claims that it predicted the recent 
House of Lords Fairfield ruling on asbestos 
claims and admits that it will lead to 
increased compensation payments for some 
claimants. However 95 percent of the 
group’s exposures are to US claims and as a 
consequence the ruling “will not have a 
material impact on Equitas’ liabilities” \t also 
claimed that the Lloyd’s syndicates that it 
reinsures only wrote relatively modest 
amounts of coverage affected by the ruling. 


Equitas: Provision for claims 
outstanding 


claims Reins Net 
£mn £mn £mn 

Provision @ 1 4 2001 8,933 (1,581) 7,352 
Payments, receipts & 
accruals (1,413) 424 989 
Unwinding of the 
discount: 259 (77) 182 
Reassessment of: 
Liabilities & reinsurances (230) 82 (148) 
Timing of net future payments 275 (3) 272 
Exchange and other movements (61) 13 (48) 
Provisions at 31 March 2002 7,763 (1,142) 6,621 


US Eye 


On the insurance beat 


By David Schiff of Schiff’s Insurance Observer 


Buffettology 

Merrill Lynch recently agreed to pay a 
$100-million fine after New York attor- 
ney general, Elliot Spitzer, investigated 
the firm and was shocked to discover 
that its analysts had, allegedly, defraud- 
ed investors by recommending stocks of 
dubious value in order to generate 
investment banking fees. 

Merrill's behavior is pretty much the stan- 
dard operating procedure on Wall Street. It is 
not the standard operating procedure on 
Sixth Street (in Sioux City, lowa), where the 
securities firm Pecaut & Company is located. 
We met Dan Pecaut and Corey Wrenn about 
a decade ago, and we're glad we did 
because, over the years, they've written 
insightful material that we've enjoyed read- 
ing. 

In 1998, after Berkshire Hathaway 
announced that it would acquire General Re 
for stock, Pecaut and Wren published the 
definitive commentary on the deal. By issuing 
18% of Berkshire stock to General Re share- 
holders, they explained, Warren Buffett was, 
in fact, "selling." 

"Issuance of shares is a sacred issue at 
Berkshire,"" Pecaut and Wren wrote. "Buffett 
has long said he would never issue stock 
unless he received more than fair value in 
return. In the 1997 annual report, Buffett even 
issues a 'confession' stating that ‘when I've 
issued stock, I've cost you money,' and con- 
cludes 'you can be sure Charlie and | will be 
very reluctant to issue shares in the future.' 
Berkshire/General Re is an all-stock deal. 
Either Berkshire is ridiculously overvalued or 
this is an exceptional deal. Or both." When 


Pecaut and Wren wrote those words 
Berkshire was trading at $76,800. It is now 
$74,000. 

As these analysts saw it, by issuing shares 
for General Re, Buffett could reduce the per- 
centage of his assets in stocks without sell- 
ing any shares. "With a 36% capital gains tax 
rate and over $30 billion in unrealized capital 
gains, Berkshire would pay a heavy price to 
sell," they wrote. "Jo a large degree, Buffett is 
trapped into holding on." Prior to the General 
Re transaction, Berkshire had $50 billion of 
investment assets, $40 billion of which was in 
stocks. General Re had $24 billion of invest- 
ment assets, $5 billion of which was in 
stocks. (Buffett sold General Re's stock port- 
folio.) Merging with General Re would thus 
reduce Berkshire's stock holdings from 80% 
of assets to 53%. "/n effect," wrote Pecaut 
and Wren, "Berkshire is trading away 18% of 
its holdings in Coca Cola, American Express, 
Gillette, etc., but doing so in a way that 
Berkshire pays no taxes." 

Pecaut & Company's May 2002 newsletter 
includes a table of Berkshire Hathaway's 
asset allocation between stocks and fixed 
income since 1979. The percentage of 
Berkshire's assets in stocks is now the low- 
est that it has been since the early 1970s. 
Considering Buffett's less than bullish out- 
look on stocks, this isn't surprising. (Because 
of the growth in Berkshire's insurance busi- 
ness, it's unlikely that the company will ever 
be as heavily invested in stocks as it was in 
the early 1990s.) 

Pecaut and Wren's opinion of Berkshire's 
stock is not exactly "buy," "hold," or "sell." 
Berkshire is "soundly positioned for steady 
growth," they write, and is "selling at roughly 
a 15% premium to our adjusted book value 
calculation of $65,000 per share." It is "rea- 
sonably valued." 


The Efficient Market 

Right now, the market for insurance 
stocks is far too efficient for our taste. 
Most companies seem reasonably val- 
ued or overvalued. (In early 2000, when 
we were last bullish on insurance stocks, 
most decent insurance companies were 
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unreasonably valued: pessimism was so 
great that many were selling below book 
value and for far less than what they 
were worth.) 

Although we haven't bought an insurance 
stock for some time, we did make a signifi- 
cant purchase of insurance securities last 
year. In our December 31, 2001 issue, we 
explained why we'd bought CNA Financial's 
6.45s of '08. (The price was 82, which provid- 
ed a yield to maturity of 10.6%-about 600 
basis points more than Treasurys.) 

Our analysis was fairly simple. CNA's stock, 
which was trading at 29, had a market capi- 
talization of $6.5 billion. Its bonds, on the 
other hand, were selling at distressed levels 
that implied a significant chance of default. 
One thing was certain: one of the securities 
was priced incorrectly. If the stock was worth 
anything, then the bonds were worth par. 
Furthermore, simple maths demonstrated 
that if the stock turned out to be a good 
investment-or even a fairly bad investment - 
then the bonds would still be a good invest- 
ment. Under most circumstances, the bonds 
(actually, they're "senior notes"), were a safer 
security that were almost certain to yield bet- 
ter returns. 

Why the market failed to see the appeal of 
the low-risk, high-reward bonds (versus the 
stock) is one of those mysteries of life. 
(Perhaps stock investors are conditioned to 
buy stocks even when they're likely to yield 
less than similar bonds.) Buyers of CNA's 
stock should have been buying the bonds 
instead, since they offered almost as much 
upside with much less downside. 

The CNA bonds are now 94.25 - a price that 
yields 773% to maturity - not enough to 
make us continue to hold them. We have sold 
our position. Our total gain in five months 
was 179% (a 43% annualized return). During 
the same period, CNA's stock declined 9.1%. 
Just as stock buyers often pay little attention 
to bond prices and credit ratings, property- 
casualty insurance buyers, for the most part, 
pay too little attention to insurance-company 
financial-strength ratings. Insurance is about 
transferring risk. Risk that is transferred to a 
weaker company may turn out to be risk that 


is not transferred at all. 

Insurance buyers concentrate their credit 
risk and therefore cannot take as much risk 
as bond buyers, who can spread their risk by 
diversifying their holdings. They only risk 
their investment, whereas insurance buyers 
risk a sum far greater than the premium paid. 
Commercial insurance buyers should place 
greater emphasis on an insurance compa- 
ny's financial strength before doing business 
with it. (Many insurance buyers are satisfied 
if a company is rated "A-" or higher by Best.) 
All things being equal, it's well worth it to pay 
a higher premium for greater financial 
strength. 

While a company's ability to pay a claim is 
important, so is its willingness. In "Zhe Loss 
of the Certainty Effect," (Risk Management 
and Insurance Review, 2001, Vol. 4, No. 2, 
pages 29-49), Richard and Barbara Stewart 
of Stewart Economics, write that recent 
changes in the commercial property-casual- 
ty business have made it unlikely that large 
claims will be paid promptly and willingly. If 
they are correct, these changes may have 
significant ramifications for the insurance 
industry. 

"What does asymmetric information theory 
say about insurance?" the authors ask. "/t 
says that as buyers became aware of the 
tightened claims practices of insurers, insur- 
ance would move from being an item with 
assured quality to one whose quality was bet- 
ter known to the seller than to the buyer. As 
with used cars, buyers would assume the 


worst, and prices would gravitate towards the 
price of the least reliable 
insurance...Unreliable insurance would tend to 
drive reliable insurance out of the market." 
Writing about "the certainty effect," the 
Stewarts ask: "What is the value to you of a 
deal with someone whose handshake is 100% 
solid and dependable? Now, what is the value 
of the same handshake from someone who 
performs most of the time, but not always?" 
They note that "buyers attach great impor- 
tance to closing off the smallest chance of 
nonperformance. One leading study found 
that people demand about a 30% reduction in 
the premium to compensate them for a 1% 
chance that their claim will not be paid." If this 
finding is true, then if insurance were ever per- 
ceived as less than reliable and certain - for 
reasons of insolvency or claims practices - the 
willingness of buyers to pay for it would drop 
by an amount far greater than expected - util- 
ity theory would predict and insurance profes- 
sionals would expect." 

So far, most insurance buyers have not 
placed as much emphasis on insurance 
companies' financial strength and willing- 
ness to pay as one might expect. At some 
point, that will change. 


The Devil Made Them Do It 
We don't care what anyone says-it was 
wrong of Martin Frankel to loot several 
life-insurance companies. 

Frankel, who liberated about $200 million 
from the Franklin Protective, Family Guaranty, 


Free Money: Insurance Company CEO’s clean up on cheap stock options 


During 2000, the CEOs of these companies 
received stock options at bargain-basement 
prices—below book value in all but two instances. 
This chart shows the exercise price of the options 
granted, the book value at the time of the grant, 
today’s stock price, and the CEOs’ profit per share 
(to date) from the options grant. Since the options 
were issued for 10 years, most CEOs will reap 
greater profits over time. 

In 2001, all of the honchos of the companies listed 


Book Option 
Company Value Price 
American Financial Group $26.37 $19.84 
AmerUs $25.36 $20.00 
W. R. Berkley $23.00 $15.50 
Cincinnati Financial $31.18 $29.72 
Harleysville Group $18.29 $16.48 
Investors Title $14.20 $12.44 
IPC Holdings $19.42 $15.38 
Loews (CNA) $47.75 $30.14 
Midland (American Modern) $27.11 $22.75 
PXRE $22.54 $12.50 
RLI $29.68 $31.90 
St. Paul $28.68 $29.31 


below (except for Investors Title) received options. 
(St. Paul, which hired a new CEO, is a different 
situation.) In our opinion, the most flagrant options 
grants took place at AmerUs, Berkley, and PXRE. 
We routinely vote against stock-option plans and 
advise you to do the same (unless you're the CEO 
of an insurance company, or expect to become 
one. In that case, bring in the compensation 
consultants and get your options now, before it’s 
too late.) 


Current CEO’s Profit 

Stock Price Per Share % Gain 
$26.06 $6.22 31% 
$35.35 $15.35 77% 
$58.42 $42.92 277% 
$44.54 $14.82 50% 
$26.70 $10.22 62% 
$20.03 $7.59 61% 
$31.05 $15.68 102% 
$56.39 $26.25 87% 
$47.37 $24.62 108% 
$24.10 $11.60 93% 
$53.46 $21.56 68% 
$41.62 $12.31 42% 
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and First National, has now pled guilty to 
securities fraud, mail fraud, wire fraud, 
conspiracy, racketeering, and racketeering 
conspiracy. Federal and state prosecutors 
are still looking into matters, and may bring 
more charges against the ex-fugitive. The 
Securities and Exchange Commission, which 
is also right on top of things, has filed a civil 
suit against Frankel. 

While we don't condone Frankel's larcenous 
behavior, we think the press has been a tad 
hard on the fellow. Articles (and a book) 
have detailed his scams, thievery, extrava- 
gant lifestyle, and penchant for sado- 
masochistic sex. To the best of our knowl- 
edge, however, no one-we repeat: no one- 
has pointed out that Frankel never took stock 
options with exercise prices below book 
value or intrinsic value. 

The same cannot be said of many well- 
known insurance-company CEOs. On May 
22, 2001 we published "7he /nsurance 
Company Stock-Option Bazaar," which listed 
a dozen companies that had issued their 
CEOs stock options at or below book value. 
(Our list was not intended to be comprehen- 
sive; it was simply the result of reading 
numerous proxy statements.) The options 
were issued at prices so cheap that they 
could not, by any stretch of the imagination, 
be called "incentives." 

The accompanying table, which we've updat- 
ed from last year, shows the percentage gain 
for each company's option issuance. The 
smallest gain is 31%; the largest is 277%. 
Virtually all of these gains have nothing to do 
with any CEO's performance; they are the 
result of options that were granted during a 
time-early 2000 in most cases-when the 
insurance companies were selling for a frac- 
tion of what they were really worth. 

Having a board of directors that's accommo- 
dating enough to give a CEO free money in 
the form of bargain-basement options is not 
securities fraud, mail fraud, wire fraud, con- 
spiracy, racketeering, or racketeering con- 
spiracy. It is capitalism. 
Viva free enterprise! 
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VADBEs 


Cigna gets an attack of the 


VADBEs 


The health insurer has washed its hands of reinsurance, but its exposures to variable annuity 
death benefits or VADBE's remains a concern 


ack in 2000, the focus for most US 
Bi companies was the incessant 

speculation over Unicover expo- 
sures and CIGNA, with the largest share 
of the controversial workers' compensa- 
tion pool, was no exception. 

In contrast few outside the company's 
Philadelphia headquarters had heard of 
VADBEs, but within the gleaming office 
complex that dominates the City's Liberty 
Place plaza rumours began to circulate that 
they could dwarf its Unicover exposures. 
VADBEs - an acronym for variable annuity 
death benefits - may sound innocuous, but 
the insurer has already been forced to take 
an $84mn charge and refuses to rule out 
further charges. 

Variable annuity death benefits was 
developed by a then senior CIGNA actuary 
Tim Ruark and sold to insurance companies 
in the late nineties. They provided 
reinsurance protection for insurers writing 
variable annuity products with guaranteed 
death benefits that are linked to 
unfavourable movements to the equity 
markets. According to CIGNA's 2001 
accounts, these values are "derived from 
underlying equity and bond mutual fund 
investments". In effect, CIGNA was 
speculating on the equity markets. CIGNA 
would profit as long as the equities markets 
continued to rise, or at least didn't fall 
dramatically. 

For a time, all was well with the world. 
Towards the end of March 2000, the S&P500 
sat at 1520. But since then Enron, the WTC 
attacks, the collapse of the dot.com mania 
and the Argentinian debt crisis have all left 
their mark on investors' confidence. As of 5 
June, the index currently sits at 1049.20 - a 
fall of over 30 percent. 

CIGNA stopped writing reinsurance - 
including VADBE's - in 2000, closing its 
London operations and selling its US life 


reinsurance operations for $170mn to Swiss 
Re. In its 2001 Report and Accounts, it 
recorded a $127mn after-tax charge to run- 
off its former reinsurance operations. Buried 
among the analysis of "other operations" on 
page 25, was the following paragraph: "A 
charge of S84mn to strengthen reserves, 
following a review of reserve assumptions for 
certain specialty life reinsurance contracts. 
These contracts guarantee certain minimum 
death benefits." 

In the same accounts, the insurer 
announced that it had entered into 
agreements "with most of the reinsured 
parties, relieving CIGNA of any remaining 
obligations to those parties". 

However, it has not done so with its 
VADBE exposures. The insurer 
acknowledges that they remain ongoing 
although it refuses to confirm whether it has 
attempted to purchase reinsurance or hedge 
its exposures. 

The department that developed the 
structure, the life department of the CIGNA 
Re division, has since closed down, and the 
senior officers including Ruark and the head 
of the life department Janet Duchaine have 
since left the company. 

CIGNA's spokesman, Wendell Potter, told 
IQ: "As a general rule, we don't disclose 
details of our reinsurance arrangements". 
Asked whether the company has adequate 
reserves for its VADBE exposures, he replied 
somewhat cryptically: 

"We believe that, in the aggregate, the 
reserves that we have recorded (for all of the 
business that we have in force) are adequate". 

No one is suggesting that VADBEs could 
threaten CIGNA's financial strength. The 
insurer is a financially robust organisation. 
After the 1999 sale of its P&C business to 
ACE for $3.5bn, the insurer has focused its 
operations on the employee benefits market 
which it dominates. It has shareholders 
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equity in excess of $5bn. 

And crucially investors are again backing 
the company. After the panic of the 11 
September attacks, CIGNA's stock fell to 
$69.00. But on the 1 May 2002 its stock had 
risen to a 52 week high of $111.00, valuing 
the insurer in excess of $15bn. Of the 16 
analysts covering the stock, 9 price it a buy 
and 6 a hold. Most analysts who cover 
CIGNA remain either unperturbed or 
ignorant about the group's VADBEs 
exposures. Although in 2000, DLJ predicted 
that CIGNA could announce a: 

"one-time charge sometime in next few 
quarters from runoff of specialty life 
operations...the company is currently 
reviewing the reserve assumptions for 
liabilities associated with its specialty life 
minimum death benefits contracts which 
could result in a charge sometime in the next 
couple of quarters. The order of magnitude of 
the charge is uncertain at this point and is not 
expected to be material to Cl's financial 
condition (though it could be material to Cl's 
financial condition)". 

In 2001, the insurer made an operating 
profit of $989mn. On a _ forward 
price/earnings ratio of around 15, the insurer 
will need to make a profit of at least $1bn to 
keep the analysts and investors happy (the 
current consensus among analysts covering 
CIGNA is 8.045 cents per share which 
equates to $1.196bn). In other words, the 
insurer can ill afford another charge in the 
region of $84mn for VADBE reserve 
strengthening. By acting in 2000, the insurer 
was quicker than the likes of GE, AXA, 
Zurich, Groupama (SCOR), Gerling and St 
Paul who all appear to have decided that 
their balance sheets can do without the 
volatility of reinsurance. 

The problem, however, is that liabilities 
cannot be washed away. 
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Snide 


Butler grilled in SCB trial 


Snide brings his inimitable style to The Eye and begins with an update of the Sphere 
Drake reinsurance arbitrage trial 


SCB’s WEB 
Stirling Cooke Brown's long suspected stake in WEB 
Underwriting Management, a Connecticut based mga, has 
been revealed in testimony given in the High Court by former 
SCB employee Jeff Butler. 

Under cross examination by Jonathan Hirst QC for Sphere Drake 
Butler admitted that the broker had "bankrolled" WEB's operation 
in return for a 25 percent share in the business: "They needed bank 
rolling and | think we funded their cashflow for the first certain 
amount of time." 

WEB underwrote Accident and Health and _ workers 
compensation, including London Market excess of Loss (LMX) 
business on behalf of All American and United States Life and 
Trustmark. 

For many years WEB refused to confirm that SCB had a 
shareholding in the agency - some brokers even allege that it was 
denied outright. While it is not dishonest for SCB to have a stake 
in an underwriting agency, some broking houses may not have 
used WEB on their placements if the true ownership had been 
known. A similar situation existed in London where SCB 
operated a lineslip for Lincoln National out of their 4 
Leadenhall Street office, which very few brokers 
beyond SCB ever used for fear of having their 
business compromised. 

Butler's testimony is the latest to emerge in the 
ongoing so-called reinsurance arbitrage trial, where 
Sphere Drake allege that mga Euro International 
(EIU) exceeded its underwriting authority and 
fraudulently conspired with SCB brokers Nick Brown 
and Butler to write accident and health business that 
was inherently unprofitable. 

The dispute is being closely followed by a number of concerned 
parties. If Sphere Drake succeeds, it will have serious 
consequences for all participants in the PA LMX reinsurance 
market. Mr Justice Thomas, the trial judge, has pointed to the 
potential ramifications a number of times and did so again during 
Butler's testimony: "...this case has enormous repercussions for 
anyone who was involved in this business. Any broker that wrote this 
business, if | was to conclude that this market was illegal or 
dishonest, would be affected by it." Those who have been involved 
include all three of the big broking houses, Marsh, Aon and Willis 
as well as a host of smaller ones, many now subsumed into larger 
operations such as Crawley Warren into E W Blanch and then into 
Benfield Group. 

Snide has obtained exclusive access to the transcripts for three 
crucial days of Butler's cross- examination. Strongest amongst the 
allegations raised by Mr Hirst is that SCB used Sphere Drake, via, 
EIU as a dumping ground for spiral retrocessional business 
enabling their other clients such as Reg Billyard's JEH Re in 


Bermuda and Phoenix Home Life in Connecticut to siphon off their 
spiral exposure to "a dupe on whom these losses are going to be 
dumped." 

Butler strongly denied further allegations that suggested SCB 
had encouraged Henton into writing the business they wanted him 
to by withholding quotations from a reinsurance programme 
quoted by Reg Billyard that was vital to protect EIU's account. 
Butler claims that Billyard had asked for the quotes not to be 
released because of concerns about available capacity. Sphere 
Drake's counsel did not believe him: 

Hirst: / also suggest, and | think | have made it plain already, but | 
should do so, so there is no doubt, that the story that you are weav- 
ing with Mr Brown, about telling Mr Henton of the quotes in 
November, is a complete and utter lie? 

Butler: / do not believe that is the case. 

Hirst: And that all these quotes were only there if Henton wrote the 
business you wanted written? 

Butler: Again, that is incorrect. 

Hirst: What would have happened if he had taken the quote, said 
"thank you" and then rung up Mr Johnson and said to Mr Johnson 
would he like to come round and show Henton his business? 
Butler: He had every right to be able to do that. 

Hirst: Would the quotes have stood, Mr Butler? 
Butler: Of course they would. 

Hirst: That is not true, is itt Mr Butler? 

Butler: Of course they would. 

Hirst: They would have evaporated? 

Butler: Absolutely not. Mr Henton and Mr 
Whitcombe were up to -- they could see whatever, 
whoever broker they wished. 

Hirst: /t just so happens they did not; they saw you repeatedly, 
or Mr Brown? 

Butler separately confirmed that Reg Billyard was an employee 
of Stirling Cooke Brown (underwriting their co-owned JEH Re 
mga) at the time he provided the quotes. 


McCallum leaves SCB 

Snide's mole at Stirling Cooke Brown reports that while it is 
struggling through its court case against Sphere Drake, another 
worry has emerged to trouble SCB's management. Snide has 
learned that the managing director of SCB's London broking 
operations, (renamed Gresham Intermediaries), the polo playing 
Anthony McCallum, has resigned from the group, over an apparent 
lack of support from senior management in Bermuda for his plans 
for the London operations. This is unsurprising given that the 
mainly US management must perceive London, given SCB’s 
extreme problems, as the root of all evil. McCallum, appointed less 
than a year ago, was a former managing director of Guy Carpenter, 
and will now pursue his other City interests. 


—~ 
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Continued from back page called Avimo, which | 
invested in, which was opti- 
cal lenses used in tanks; Avimo had a factory out in Hong Kong. Then 
it became United Scientific." 

There is no mention of Avimo in Levene's Who's Who entry, nor does 
he appear to have mentioned it in any of the interviews he has given 
down the years; there is, however, no doubting his involvement in 
United Scientific Holdings. According to an Evening Standard inter- 
viewer who chatted to Levene a couple of months after he became 
the 671st Lord Mayor of London in November 1998, Levene acknowl- 
edges that he "shafted his own 'brilliant but very difficult' boss", just 
before the company, which had diversified into selling military equip- 
ment abroad, prepared to float in 1968. 

Levene, by his own account, telephoned the firm's prospective own- 
ers. "/ said, 'Look, | don't really know or care particularly if you know 
this, but I'm running this business. I'm making it happen. I'm producing 
the profit and I'm not going to work for him [his boss] any more. You 
have two choices. Either you float it without me, in which case good 
luck to you (but I'm running it), or you get rid of him... To be fair, | did- 
n't say ‘get rid of him'. | said, 'Look, if you want to float this business 
with me in it then we can't work together. So either buy him out and let 
him do his own thing or I'll go off and do my own thing." 

"Very acrimonious negotiations" followed; Levene got his way; his 
boss retired, with the sop of retaining the firm's mail order business. 
Now in his late seventies, Levene's old boss, Bennie Linden, does not 
relish the chance to reminisce about his protege. "Worked with him? 
He worked for me. It's a long time ago; | certainly trained him to be 
what he is, what he is today. He got the opportunities through my train- 
ing from 1963-1968. He's a lucky chap. He's come up that way." 
Asked if his lordship is a man who takes his opportunities, Mr Linden 
says, in even tones: "Well, one would think so. I'll leave it for others to 
judge. | don't want to make any comment. I've been invited a few times 
to meet him, and of course I've refused. Good luck to him." 

Having levered Linden out of his own business, Levene borrowed to 
buy 9 per cent of its shares. His bank manager warned him that he 
"would be in very serious trouble if anything goes wrong with the busi- 
ness". Levene replied that no business he ran would ever get into very 
serious trouble. Eleven years ago, when recalling that exchange, 
Levene acknowledged that it had been "obviously a cocky thing to say, 
but at 26 you don't know any better". But the thirty four intervening 
years have done little to persuade Levene that his self-assessment 
was wide of the mark. 

United Scientific prospered under his command, first as its managing 
director, subsequently as its chairman, significantly enriching him in 
the process. By 1984, he felt ready for a fresh challenge; it was 
offered to him, over lunch, by Michael Heseltine, the new Defence 
Secretary, who admitted that when signing contracts, he just prayed 
that his officials knew what they were doing. Levene put him straight. 
"! said, 'All | can tell you, as one of your suppliers, is that doing busi- 
ness with you is like taking candy from a baby'." Heseltine appointed 
him his special adviser; six months later, ignoring the protests of his 
wife, Levene resigned from United Scientific Holdings, sold his shares 
and became Chief of Defence Procurement. The Civil Service (sotto 
voce) and the Opposition (more volubly) voiced outrage that an out- 
sider could be appointed to the heart of the apparat - especially at a 
grotesquely bloated salary of £95,000 (which, though twice the going 


rate, was, inevitably, a fraction of Levene's former remuneration). 
Levene witnessed the Westland affair in all its Gilbert and Sullivan 
absurdity, and wrote off the Nimrod early warning system, in favour 
of the American Awacs equivalent. His estimation that he saved the 
taxpayer £900 million in his six years at the MoD is almost certainly 
an accurate one - which explains why the civil servants who squealed 
about his appointment soon lapsed into quiescent silence. 

Heseltine was sufficiently impressed to lure Levene with him to the 
Board of Trade, although Levene was, by then, spreading himself 
generously through government circles, becoming John Major's 
adviser on Efficiency and Effectiveness - essentially, a remit to jetti- 
son redundant bureaucrats by the thousand. Following the well-mer- 
ited disintegration of Major's government in 1997, Levene found his 
services required by John Prescott. 

Indeed, so potent had Levene's reputation become by then that any 
horror requiring asbestos gloves and a strong stomach was his for 
the asking: Canary Wharf (following the demise of the Reichmanns), 
the Docklands Light Railway, London's Golden Jubilee celebrations. 
Oddly enough, the last proved that even Levene has a breaking point: 
he resigned, apparently infuriated by the suffocating incompetence 
he encountered. 

Along the way, he had picked up a clutch of directorships, amongst 
them the Haymarket Group (no surprise, since it is Heseltine's) and 
Sainsbury's. He also found time to become Lord Mayor - an achieve- 
ment not to be under-rated, explains a Lloyd's veteran. "You've got to 
be good, coming from his background and being of his faith, to 
become Lord Mayor," he argues. Levene implicitly acknowledged the 
truth of this: once installed in Mansion House, he imported a portrait 
of Sir David Solomons, London's first Jewish Lord Mayor, to hang in 
the mayoral chamber; not that Levene spent too much time drooling 
in liveried splendour during his term of office. 

By common consent, he was the most forceful Lord Mayor in a 
decade, probably longer, one who seized the opportunity to prosely- 
tise the City's virtues overseas. His first visit was to Israel, his purpose 
to encourage more Israeli companies to list in London rather than 
New York; so he continued, almost to his final day in office. 

When at the Mansion House, he rose at six each morning, preparing 
for the day with a swim at the pool at Bankers Trust (whose chairman 
he was for a year, and with which he remains, following its acquisi- 
tion by Deutsche Bank, as vice chairman). 

During the "riots" - sedition is a more accurate term, since there was 
no spontaneity about what happened that day - in the City in June 
'99, Levene ignored police advice to stay well clear of the action, pre- 
ferring to be in the thick of it, sitting on the back of a motor cycle taxi, 
disguised beneath a baseball cap, trainers, tee-shirt and tracksuit. 
Equipped, as a result, with impeccable information about how £2 mil- 
lion-worth damage was caused - a Mercedes showroom was 
destroyed, cars set on fire, and police and buildings attacked with 
bricks, breeze blocks and scaffolding poles - Levene was in forthright 
form when he met police the next day to discuss how to thwart any 
attempted repetition. 

It was a revealing, though not perhaps entirely serious, remark when 
Levene said that, if he had his time again, he would opt for a military 
career, explaining his choice by observing that the armed forces dis- 
play exemplary efficiency. Appropriately enough, he did a two year 
stint as Honorary Colonel Commandant of the Royal Corps of 
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Transport. 
As Lord Mayor, he made his own adjustments to transport policy, as 

far as it was in his power to do so, ditching the mayoral stretch Rolls NSU france -COM 
(in favour of a conventional Bentley), and devising a voluntary code 
of practice to minimise disruption to the Square Mile's streets. 
Infuriated by the "ludicrous" sight of the same stretches of road 
being repeatedly, if not continuously, dug up, he organised a system 
combining advance planning, "trench sharing" and voluntary bans on 
attacking certain streets within a year of the previous roadworks. www. ThelnsuranceEye.com 
The Government observed the beneficial consequences of Levene's 
scheme, and then voiced its intention to fine contractors who over- 
stay agreed deadlines - a characteristically dirigiste approach which, 
as Levene points out, "will achieve nothing", since contractors will 
"simply overestimate the amount of time they need to carry out works, | about the team and our publications, how to subscribe, 
and secondly, pass the costs on to the consumer". 

He has been similarly trenchant about the EU's cretinous proposal to 
extend the withholding tax to Britain, which would destroy London's 
eurobond market, explaining that the subsequent flight of capital | publications. 
would be from "Europe as a whole, not merely London". 

All in all, he would be a superb mayor of London; instead, he has 
opted to tackle Lloyd's. It will not be a jolly business. A former col- 
league, when asked if Levene had a sense of humour, insisted thathe | subscription by registering online. Simply fill out the 
had, and added: "/t's part of his efficiency - he doesn't sprinkle his 
humour on everyone. He's terrific company but when he goes into a 
negotiation, he'll have no sense of humour at all." 

One interviewer has alleged that Levene has a "cruel mouth and 
impatient eyes"; another has described him as Chris Patten with A saving of 35% 
knuckle-dusters. 

Nervy characters in Lime Street may, if they choose, find reassurance 
in the fact that Levene is a grandfather, has been married for thirty | As a subscriber, you have access to the Subscribers Area 
six years to Wendy, has a couple of sons and a daughter, a season 
ticket at Stamford Bridge, a house in Regent's Park and another on 
Sea Island off the coast of Georgia. 

But they might be more realistic if they mull over the words of | Insurance Eye. 
lacobescu George, who worked with Levene for two years at Canary 
Wharf. "People who don't deliver will have a very hard life," George 
observed, as Levene prepared to take up another appointment (not 
this one). www. ThelnsuranceEye.com 
Few would demur with that assessment. Asked, in 1998, what were 
the important things in life, Levene answered: "Being very busy". 
Colleagues translated this for the interviewer's sake, explaining that 
Levene did not mean "being busy" but "getting things done". Lloyd's, 


it seems fair to say, is about to "get done". nsu rance .comMm 
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verse addiction, watching or listening to the progress of 

the psychological cripples and emotional inadequates 
who are prepared to stand for the Labour, "Liberal" Democrat or 
Conservative parties - is the commentary of David Butler, the 
renowned psephologist from Nuffield College, Oxford. Always 
acute, unwaveringly pertinent, Butler once remarked that "the 
function of the expert is not to be more right than other people, 
but to be wrong for more sophisticated reasons". 
It is a dictum which deserves eternal acknowledgement - not just by 
those who attempt to assess the imperfections of our political masters, 
but also by those who try to weigh the pronouncements of City pan- 
jandrums. Consider, for example, the words of Lord Levene of 
Portsoken, once an adornment of the armaments industry, on the wis- 
dom of embracing the euro. Britain, he assured the Evening Standard 
on 4th February 1999, had three or four years in which to join the sin- 
gle currency; failure to do so, he added, would result in serious dam- 
age being inflicted on the City's status as Europe's pre-eminent finan- 
cial centre. 
Three and a half years on, that judgement looks very "sophisticated". 
But Levene is an infinitely more impressive figure than some of the 
analysts who deliver forecasts with Olympian certainty, only to melt 
into anonymity when reality proves them ludicrously wrong. By 
November that year, he had reassessed the situation - and he was not 
too proud to base it on evidence. "We have looked at what has actual- 
ly happened and, as far as the City of London is concerned, we have 
done very well," he acknowledged. "/f anything our market share has 
gone up. We are certainly not suffering." 
Levene has brought that kind of unemotional pragmatism to every job 
he has tackled during a career of kaleidoscopic variety. He will, sug- 


O NE OF the consolations of election nights -spent, by per- 


of Portsoken 


gests a longstanding acquaintance, approach his chairmanship of 
Lloyd's in exactly the same dispassionate manner. "He'll know what 
ought to be done to Lloyd's, which is certainly not to my advantage nor 
to that of any of the other Names. He'll be totally cold and totally prag- 
matic. He'll take the view that the Names are out of date. | don't think 
that he's the sort of man who's going to be side-tracked by a good lunch 
in Boodle's or White's. 

He's an achiever. | should think that Prettejohn is delighted [by his 
appointment]." The same observer adds that, in his twenties, Levene 
was "abrasive" - but is no longer. "/ /ast saw him a couple of years ago 
at a charity with which the Princess Royal was involved. He turned up at 
Buckingham Palace; you could see he moves well. He's quite smooth, 
doesn't put a foot wrong." 

The first of those smooth steps was taken in Pinner, where Peter Keith 
Levene, KBE (1989), JP, ennobled in 1997 (he sits as a cross-bencher), 
was born in December 1941, son of Rose and Maurice Levene. 
Maurice owned an antique silver business in Kensington which his 
father had begun (it is now run by Levene's brother, Colin). The family 
moved from Pinner to Hendon, where Peter grew up. As a pupil at the 
City of London School, he proved himself an accomplished linguist, flu- 
ent in French and German (and competent in Italian and Hebrew). He 
went up to Manchester University, where he read politics and social 
science, after which he became a management trainee at Unilever. 
Almost immediately, he realised that this was not his true calling; "/ 
didn't want to be a small cog," he once explained. It is a telling com- 
ment. 

Levene speedily freed himself from Unilever. An acquaintance who 
believes he shared the same stockbroker with Levene picks up the 
story. "When / first knew Peter 


Levene, he had a funny company Continued on page 22 
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